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EARNED INCOME TAX CREDIT 


THURSDAY, JUNE 15, 1995 

House of Representatives, 

Committee on Ways and Means, 

Subcommittee on Oversight, jointly with 

The Subcommittee on Human Resources, 

Washington, DC. 

The Subcommittees met jointly, pursuant to notice, at 10:20 a.m., 
in room 1100 Longworth House Office Building, Hon. Nancy L. 
Johnson, (Chairman of the Subcommittee on Oversight) and Hon. 
E. Clay Shaw, Jr., (Chairman of the Subcommittee on Human Re- 
sources) presiding. 

[The advisory announcing the hearing follows:] 
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ADVISORY 

FROM THE COMMITTEE ON WAYS AND MEANS 

SUBCOMMITTEES ON OVERSIGHT AND HUMAN RESOURCES 

FOR IMMEDIATE RELEASE CONTACT: (202)225-7601 

June 2, 1995 
No. OV-8 


Johnson and Shaw Announce Hearing 
on the Earned Income Tax Credit 

Congresswoman Nancy L. Johnson (R-CT), Chairman of the Subcommittee on 
Oversight, and Congressman E. Clay Shaw, Jr. (R>FL), Chairman of the Subcommittee on 
Human Resources of the Committee on Ways and Means, today announced that the 
Subcommittees will hold a joint hearing on the Enmed income Tax Credit. The hearing will 
take place on Thursday, June 15, 1995, in the main Committee hearing room, 1100 
Longworth House Oflice Building, beginning ai id:00 a.m. 

This hearing will feature invited witnesses only. In view of the limited time available 
to hear witnesses, the Subcommittees will not be able to accommodate requests to testily other 
than from those who are invited. Those persons and organizations not scheduled for an oral 
appearance are welcome to submit written statements for the record of the hearing. 

BACKGROUND : 

To be eligible to receive the Earned Income Tax Credit (EITC), an individual must 
have earned income. To target the credit to low-income workers, the amount of the credit to 
which a taxpayer is entitled decreases when the taxpayer’s earned income (or, if greater, 
adjusted gross income (AGI)) exceeds certain thresholds. The earned income and AGl 
thresholds are indexed for inflation and ore also adjusted to take into account qualifying 
children. In 1995, a taxpayer with two or more qualifying children will not be eligible for the 
EITC if his or her income exceeds $26,673. The income cut-offs decline to $24,396 for a 
taxpayer with one qualifying child and $9,230 for a taxpayer with no qualifying children. 

SCOPE OF THE HEARING : 

There are three major EITC issues which the Subcommittees intend to examine. First, 
based on studies by both the Internal Revenue Service (IRS) and the General Accounting 
Office, there is an alarmingly high rate of errors and haud in EITC claims. According to IRS 
data, the noncompliance rate could range as high as 30 to 40 percent annually. Given the fact 
that the federal government will ^nd between $25 and $28 billion per year over the next 
five years on EITC benefits, the loss to the taxpayers from noncompliance could be very high. 
The IRS took significant steps during the current tax filing season to detect erroneous and 
fraudulent EITC refund claims. The Subcommittees will examine the effectiveness of the 
IRS’ efforts and whether additional changes are needed to reduce the credit’s susceptibility to 
fraud and errors. We are especially interested in learning whether, as some tax experts have 
recently argued, fraudulent claims are an inevitable consequence of the value and refundable 
nature of the EITC benefit. 

The second issue to be addressed is whether inappropriate beneficiaries may be 
receiving the EITC. Under current law a taxpayer may have relatively low earned income, 
and therefore may be eligible for the EITC, even though he or she may have other significant 
sources of nontaxable income. Although the credit is intended to help low-income workers, 
its eligibility criteria does not include all of the resources recipients may have to support their 
families. Earlier this year, the Administration proposed denying the cr^it to taxpayers with 
$2,500 or more of interest and dividend income. This Administration policy was based on the 
rationale that the EITC should be targeted to families with the neatest need, not those with 
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other resources upon u4uch they can draw to meet family needs. The Subcommittees will 
examine the implications of changing the credit’s eligibility criteria to take into account 
sources of income that aie not currently counted for eligibility purposes. 

The Subcommittees are also interested in receiving testimony on the labor market 
effects of the EITC. As long ago as 1990, the Ways and Means Committee heard testimony 
expressing concern that the EITC could actually reduce the aggregate level of work in the 
nation. TUs effect could occur because earners in the flat range of the credit may have 
reduced incentive to work additional hours. Even more important, the millions of earners in 
the phase-out range have an unambiguous incentive to reduce hours of work. The 
Suixmmmittees will examine the concern that the credit’s large phase-out range may lead to a 
net reduction in work. 

In announcing the hearing. Chairman Johnson said: "Even advocates realize that there 
are problems with the EITC. Rather than pul our heads in the sand while these problems 
fester, we should lake strong action now to make certain the EITC will remain available for 
the millions of American low-wage parents, especially those trying to leave welfare, who use 
the EITC exactly as it was intended." Chairman Shaw added that: "This hearing is very 
important because the design of the EITC has invited fraud. As we maintain the core of this 
program, we must root out the excesses. 

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS ; 

Any person or organization wishing to submit a written statement for the printed 
record of the hearing should submit at least six (6) copies of their statement, with their 
address and date of hearing noted, by the close of business, Thursday, June 29, 1 995, to 
Phillip D. Moseley, Chief of Staff, Committee on Ways and Means. U.S. House of 
Representatives, 1102 Longworth House Office Building, Washington, D.C. 20515. If those 
filing written statements wish to have their statements distributed to the press and interested 
public at the hearing, they may deliver 200 additional copies for this purpose to the 
Subcommittee on Oversight office, room 1 136 Longworth House Office Building, at least one 
hour before the hearing begins. 

FORMATTING REQUIREMENTS ; 

lufe atitamcBt pnMoM (or ptaflif M Ikt CmbMm fej • vttaan. uy wrtttaa stiiMMt or nUUt MtaJttvd hr a* piislrd ne«rd 
«r 1*7 mtcua eauwh la to • nqooot for wrtttM Maaisti onit uafeni to tko lalMlsao ttitoC Mv*. Haj ■talanat or 

oihlUt Mt to fyBioco vMfe tkoM nUoUsoo aOI sot bo filttod, bat will bo ir*"***!!** ia tbo f— ■w**' 8I« hr mtow oad vo by tho 
fiatrtntf 


1. Ml otattaioett aadoaraecoapaaTlacoillMti (vyrtaflaCBait bo tjpo< ta rtaglo i^aoo m lofaMw papv aab say aot oioood a 

total of II ya|oa itiirbaf h, 

2. Ccfloo of wbilo ioeamah oabaittol aa oaibll autorlal alD aot bo aw ipto l hr p rtatta g, laotoad aiUMt Mtartal oboaM bo 
lohroaeol aad taotol or paraphtaaod IB ortlMt amial aot aiotday tbooo ipirtllniHwo a« bo ■alalalaol la >o C— Mioo Moo hr 
loflow aai aao by tto Coandttoo. 

S. Avtiaooo woariacaiaprtBeboafla(,«obbadtdaf aotaiaMaihrttonoortfolayabBoboaila(«OBb^ttla|intttM 
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Note: All Committee advisories and news releases are now available over the Internet at 
GOPHER.HOUSE.GOV, under ’HOUSE COMMITTEE INFORMATION’. 
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Chairman JOHNSON. The hearing will come to order. 

My colleague, Chairman Shaw of the Human Resources Sub- 
committee, will be joining us briefly. In the meantime, I would like 
to welcome you all to this hearing, a joint hearing of the Oversight 
and Human Resources Subcommittees of the Ways and Means 
Committee on EITC, the earned income tax credit. 

The EITC was first enacted into law in 1975 to offset the impact 
of FICA taxes and to help encourage those on welfare to enter the 
work force. The EITC was designed to reduce reliance on AFDC, 
Aid to Families With Dependent Children, and other transfers by 
increasing the aftertax return for work. 

With a focus of welfare reform on moving people from depend- 
ence on welfare benefits to the independence of work and earnings, 
the EITC plays a very important role, but the cost is high. Under 
current law, approximately 19 million families v 'ill receive the 
credit in the year 2000 at an annual cost of almost $30 billion, 
nearly double what the Federal Government will spend on welfare 
benefits, and well over two times the $13 billion the government 
will spend on education. 

Advocates realize that there are problems with the EITC. If we 
expect this important benefit for low-income workers to survive, we 
certainly cannot afford to lose the $5 billion per year that Treasury 
and the IRS, Internal Revenue Service, estimate we have been los- 
ing to fraudulent and erroneous claims. 

The credit susceptibility for fraud and errors is apparently due 
largely to its refundable nature and the fact that the amount of the 
credit a taxpayer receives is determined by information supplied by 
the taxpayer and not readily verifiable by the IRS. 

In addition, the standards of proof required in the EITC claims 
are not comparable to the standards of proof required for receipt 
of other government benefits such as AFDC, Medicare, and unem- 
plo 3 mient compensation. Establishing eligibility for these benefits 
normally requires the claimant to meet with government employees 
face-to-face to produce proof of identification, and other qualifying 
information. These controls are not part of the EITC Program. 

During the 1995 filing season, the IRS took a number of steps 
to address erroneous emd fraudulent EITC claims, and this morn- 
ing we are going to hear about those efforts and their outcomes. 
Even if the IRS were able to perfectly verify SSNs, Social Security 
numbers, and wage and salary income, compliance problems would 
still arise with regard to self-employment. 

As long as the payroll tax and the EITC subsidy are roughly 
equal, taxpayers have no incentive to overstate income from self- 
emplo 3 nnent to increase their EITC. Doing so would result in a 
larger credit, but would also obligate the taxpayer to pay higher 
Social Security taxes on their self-employed income. 

As a result of recent expansions of the EITC, there are now 
strong incentives for taxpayers to manipulate the level of their in- 
come from self-employment. The IRS is not equipped well enough 
to uncover overreporting of income. 
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Today we will hear more from the IRS about the results of their 
fraud prevention efforts and some indication of what can be ex- 
pected next year to further protect the Nation’s revenues. Assistant 
Secretary Samuels will also give the administration’s views on re- 
forms to the credit, and we will hear testimony about how to fur- 
ther reduce the credit susceptibility to fraud and errors and how 
to better target the credit to those who need it most. 

I would like to submit my entire statement for the record and ac- 
knowledge my cochairman, Mr. Matsui of California of the Over- 
sight Subcommittee. 

[The opening statement follows:] 
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Opening Statement by the Honorable Nancy L. Johnson 
Subcommittees on Oversight and Human Resources 
Joint Hearing on the Earned Income Tax Credit 
Thursday, June 15, 1995 


Good morning ladies and gentlemen. I welcome you to this joint hearing of the 
Oversight and Human Resources Subcommittees on the Earned Income Tax Credit 

The EITC was first enacted in law in 1975 to offset the impact of FICA taxes to help 
encourage those on welfare to enter the workforce. Thus, the EITC was designed to reduce 
reliance on AFDC and other transfers by increasing the after-tax return to work. With the 
focus of welfare reform on moving people from dependence on welfare benefits to the 
independence of work and earnings, the EITC plays an important role. 

But the cost is high. Under current law, approximately 19 million families will 
receive the credit in the year 2000, at an annual cost of almost S30 billion — nearly double 
what the federal government will spend on welfare benefits and well over two times the $13 
billion the government will spend on education. 

Even advocates realize that there are problems with the EITC. 

If we expect this important benefit for low-income workers to survive, we certainly cannot 
afford to lose the SS billion per year that Treasury and the IRS estimate we’ve been losing to 
fraudulent and erroneous claims. 

The credit’s susceptibility to fraud and errors is ^iparently due largely to its 
refundable nature and the fact that the amount of the credit a taxpayer receives is determined 
by information supplied by the taxpayer. Much of this information cannot be verified by the 
IRS at the time the refundable portion of the credit is paid out 

In addition, the standards of proof required on EITC claims aren’t comparable with 
the standards of proof required for receipt of ofiier government benefits such as AFDC, 
Medicaid or unemployment Establishing eligibility for these benefits normally requires the 
claimant to meet with government employees face-to-face, to produce proof of identification, 
to prove the existence of their dependents, and to satisfy other conditions. These controls 
aren’t available in the distribution of the EITC by the IRS through tax refunds. 

During the 1995 filing season, the IRS took a number of steps to address erroneous 
and fraudulent EITC claims. Among other things, the IRS delayed refunds on all returns 
with an invalid or missing Social Security number to give greater time to verily the refund 
being claimed. It also checked the validity of all Social Security numbers, and checked for 
duplicate use of the same numbers. 
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The preliminary evidence suggests that these checks will help somewhat to reduce the 
losses from firaudulent c laims . For example, through May 21, 1995, the number of 
dependents claimed for tax year 1994 when compared to the number claimed through the 
same time period last year, decreased by approximately 800,000. The IRS believes this is 
probably due to the fact that non-existent or non-qualifying dependents claimed in prior years 
were not claimed this year — periuqis because of pid>Iicity surrounding the fact that the IRS 
would verify Social Security numbm. 

But even if the IRS were able to perfectly verify Social Security numbers and wage 
and salary income, compliance problems would still arise with regard to self-employment 
income. Between 1975 and 19W, the subsidy rate of the EITC was roughly the same as the 
combined employee and employer share of the payroll tax. 

As long as the payroll tax and EITC subsidy are roughly equal, taxpayers have no 
incentive to Overstate iiuxime from self-employment to increase their EITC. Doing so would 
result in a larger credit, but would also obligate the taxpayer to pay higher social security 
taxes on the self-employment income. 

However, as a result of recent expansions of the EITC, there are now strong incentives 
for taxpayers to manipulate the level of their income from self-employment, and the IRS isn’t 
well equipped to uncover overreporting of income. 

Our tax laws and administrative safeguards are generally designed to identify cases 
where taxpayers understatt their income, not overstate it For example, information reports 
such as 1099s allow the IRS to verify that taxpayers haven’t omitted items of income on their 
tax returns. However, if taxpayers voluntarily report more income than the information 
reported to the IRS suggests, there’s little the IRS can do to detect this in the absence of a 
full-scale audit, and the payoSs to audits m this area are small relative to other areas. 

Today, we’ll hear more from the IRS about the results of their fraud prevention efforts 
and some indication of what can be expected next year to further protect the nation’s 
revenues. Assistant Secretary Samuels will also give us the Admi^stration’s views on 
reforms to the credit We will bear testimony about how to further reduce the credit’s 
susceptibility to fraud and errors, how to better target the credit to those who need it most 
and the credit’s impact on incentives to woric 

Rather than put our heads in the sand wliile problems with the EITC fester, we should 
take action now to make certain the credit will remain available for the millions of American 
low-wage parents, especially those trying to leave welfare, who use the EITC exactly as it 
was intended. 


I welcome all our witnesses today and diank them for their willingness to testify. 
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Mr. Matsui. I would like to thank Chairman Johnson first of all 
for holding these hearings. Second, I would like to thank the Chair 
for the fact that she and her staff, in working with our staff, came 
up with a very good witness list, one in which I think we will get 
a positive airing of both the problems and solutions on the issue 
of the EITC. I want to thank you for the way this has been han- 
dled. 

Chairman JOHNSON. Our staff has worked together very well, as 
have we. 

Mr. Matsui. Thank you. 

I welcome my collea^es, Mr. Petri and Mr. Hutchinson, and cer- 
tainly the two administration witnesses, the Assistant Secretary 
for Treasury, Mr. Samuels, and the Commissioner of the Internal 
Revenue Service, Peggy Richardson. 

Let me, if I may, be very brief, but make four observations. 
Chairman Johnson. One, the purpose of the earned income tax 
credit is to do two things. It is to move people from welfare to 
work. Many low-wage earners do not make enough, particularly if 
they are at the minimum wage level, in order to make a decent liv- 
ing and survive, as a result of that, the earned income tax credit, 
which was first imposed in 1975 and then extended in 1990 and 
1993, and also in 1986 in tax reform, is to provide an incentive to 
continue to work and to get off welfare. Second, it is to make sure 
that families that work and who have children find a way to get 
out of poverty. Those are the two basic elements of the earned in- 
come tax credit. 

I would disagree with the observation that some make, including 
in the opening statement of the Chair, that the earned income tax 
credit has become a disincentive for people to work, because now 
the threshold is approximately $29,000. A family of three or four 
making $29,000 would not have any excess income to save and put 
in a bank account or perhaps buy a house and, as a result of that, 
they are going to need every penny they make. 

We are not talking about people that make $200,000 or $300,000 
a year that might have excess income so they do not need to earn 
any more money to live. We are talking about people really on the 
threshold. Anybody under $30,000 with three or four in their fam- 
ily in America today cannot make it unless they continue to work 
and work and work. 

I would like to also respond to the issue of the growth of the pro- 
gram. I know that there has been some allegations in the press re- 
ports and others that the earned income tax credit is exploding in 
growth and we need to stop it and we need to reform it. 

As I mentioned, in 1986 we had the first major expansion. In 
1990, under President Bush — ^because it has always been biparti- 
san — we had another expansion, and then we had the third recent 
expansion in 1993. These are still being phased in. 

Of course, as they are being phased in, the program will grow. 
By the year 1997, the full phase-in will occur, and after that I can 
assure you that the only growth will be the result of indexing the 
rates and also population growth. We do not expect a growth any- 
where in excess of 3 or 4 percent, whatever inflation should be, and 
I believe we will have charts to show that. 
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It is false to say that this program is exploding and will ulti- 
mately create a deficit problem. We knew exactly what we were 
doing under President Bush in 1990. We knew what we were doing 
under President Reagan in 1986, and we knew what we were doing 
in 1993 under President Clinton, and that program will fully phase 
in in 1997 and the growth will be exactly what all taxpayers re- 
ceive in terms of the indexation of inflation. 

The third area and the second point I would like to make is the 
issue of the error rate, which everyone has seemed to make a big 
deal about. First of all, it was the Treasury Department and IRS 
under President Clinton which recently decided to examine the 
EITC. They found that there could be some problems with approxi- 
mately 29 percent of the filers making errors on their returns. Of 
course, that is a rather high alarming number. At the same time, 
that does not mean 29 percent of benefits were paid out. It means 
that errors were made in an individual’s return. 

Second, bear in mind that when that very limited study was 
done, it was only on electronic filing. It was not on the paper re- 
turns that many low-income taxpayers file. It was electronic filing, 
which most low-income people do not do. That is what actually 
caused the IRS and Treasury to have their ears perk up and say 
we had better check these numbers. That was, as I said, in 
January 1994. 

Since that time, the Treasury Department has commissioned a 
study that came out in September 1994, from that study, they 
made a number of observations and now they have come up with 
a number of recommendations, for example, during GATT, the Gen- 
eral Agreement on Tariffs and Trade, discussions when we 
matched the Social Security number of the individual claiming the 
credit with the return. 

We made changes on electronic filing, and now the person on the 
first electronic filing cannot file unless they provide decent verifica- 
tion. As a result of that, we have now been able to identify in this 
filing year 4.1 million returns that have errors, and so the service 
and also Treasury are correcting this problem. Second, they have 
made additional recommendations, both to the Congress and also 
in terms of regulations, that we believe will actually satisfy the 
problem. 

Let me conclude by making one last observation, if I may. I think 
that to some extent we need to talk about this issue in the context 
of the larger issue of our Tax Code. We are talking about approxi- 
mately $20 to $25 billion a year for low-income wage earners, peo- 
ple that work, not people that are on welfare. 

At a time when we just passed the budget resolution, that gives 
each person making over $100,000 a year, over $12,000 in tax re- 
ductions, an individual taxpayer with a family of three making 
under $30,000, will get maybe $1,500 or $1,900. Penalizing these 
families and restrict them from getting this credit at all, was 
agreed to on a bipartisan agreement. We really need to consider 
and think about what our values are in America today. 
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I look forward to these hearings. Chairman Johnson and other 
Members of this Subcommittee and Committees. At the same time, 
I hope that we do not do something that will create a disincentive 
for Americans to work and actually do major harm to the children 
of America. 

Thank you. 

Chairman JOHNSON. Thank you. 

I yield now to my cochair of this hearing, Mr. Shaw, with the 
comment that some of the Members who have been waiting to tes- 
tify have some pretty severe deadlines, and so we will move for- 
ward. 

Chairman Shaw. Madam Chairman, at this point I would ask 
that my opening statement be made a part of the record in order 
to expedite this hearing. 

[The opening statement follows:] 
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Opening Statement by the Honorable Clay Shaw 
Subcommittee on Human Resonrces 
Joint Hearing on Earned Income Tax Credit 
Thursday, June 15, 1995 


By almost any account, the Earned Income Tax Credit has been one of Washington’s 
most popular anti-poverty programs. The number of beneficiaries, the generosity of the 
credit, and the cost to taxpayers have all grown dramatically under Presidents Reagan, Bush 
and Clinton. And the fundamental premise of the EITC — that government programs should 
reward poor Americans who work rather than those who do not and rely on welfare ~ has 
now become almost the fifth gospel here in Washington. I’ll call it the gospel according to 
Charlie, after my good friend Charlie Rangel. 

Yet we are now hearing new critic isms of the EITC. The Green Book, for example, 
tells us that 168,000 people with incomes over $40,000 received the EITC. Even more 
troubling allegations involve fraud and abuse costing taxpayers billions of dollars. One 
witness at a recent Senate hearing said the EITC should stand for "Easy Income for Tax 
Cheats." Make no mistake about it ~ this Subcommittee wilt act to defend the EITC agtiinst 
continued abuse. 

The Subcommittee also will consider whether the EITC’s eligibility criteria should be 
changed so that only families without other resources are eligible for the credit. For example, 
earlier this year the Administration proposed targeting the EITC to families with less than 
$2,500 in interest and dividend income. A version of this proposal is now law, and we will 
explore the implications of related changes for famili es that benefit and taxpayers who support 
them. We will also examine whether current EITC rules actually may reduce the time some 
poor families spend working. 

Finally, both Republicans and Democrats want the EITC to help parents get off and 
stay off welfare. Yet the Committee has received disturbing information that most welfare 
mothers, even those who work, have only the foggiest notion of what the EITC is all about. 
Welfare departments intent on helping mothers leave welfare must begin programs designed to 
teach mothers about the EITC. We have invited an entire panel of witnesses to address this 
issue. 


Despite the fact that problems exist, many Americans believe the EITC remains an 
important part of our country’s efforts against poverty. 1 am one. The EITC helps poor 
families with children or single parents escape and stay off welfare. It also increases the 
chances that poor children will learn from their parents the value of work. That lesson is one 
of the most important any parent can pass on to a child, yet in some parts of our country a 
personal understanding of the value of work is almost unknown. Until someone suggests a 
better alternative, the EITC will remain our best bet to reinforce the importance of work, not 
welfare, for millions of poor families. 
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Chairman Shaw. I would now recognize the gentleman from 
Tennessee, Mr. Ford, for any opening statement he might have. 

Mr. Ford. Thank you very much, Chairman Shaw and Chairman 
Johnson. Let me thank the two cochairpersons for calling these 
hearings today. 

I am going to he very brief, and I ask that my full text be made 
a part of the record, if you do not mind. Madam Chairman. 

Some have proposed to cut the EITC either by indexing or by a 
halt in the phased-in increases we have mandated. Make no mis- 
take about it, cuts in the EITC constitutes a tax increase on mil- 
lions of hard-working Americans who in most cases have very low 
wages and low income. 

Chairman Archer, the Chairman of the Full Committee on Ways 
and Means, has made it clear that tax increases will not occur on 
his watch, and I am counting on him to make certain that his 
pledge apply equally to working poor people, as well as to the rich 
and wealthy of this Nation. 

I think when we think in terms of the earned income tax credit — 
and I think Mr. Matsui has said it very well — under both 
Democrats and Republicans in the White House, we have seen over 
a 10-year period a program that has expanded. The expansion was 
the intent all along on a bipartisan basis. It would be expanded to 
make sure that working Americans can move off many of the public 
assistance rolls and stay within the work force and bring in wages, 
and also under the EITC Program, that they would be able to have 
the necessary benefits that will be needed. It should come as no 
surprise that spending on this program has now increased because 
that is what we intended for this program all along. 

I once again thank you, Madam Chairman and Chairman Shaw, 
for calling these public hearings today. Hopefully, we, as 
Republicans and Democrats, can address this problem on the EITC 
and make sure that we move forward in the right direction. 

Thank you. 

[The opening statement follows:] 
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OPENING STATEMENT OF REPRESENTATIVE HAROLD FORD 
June 15. 1995 

Today's hearing is an important one because it gives us a 
chance to examine the facts and dispel several myths that 
seem to haunt the EITC. 

For example, critics charge that spending on the ElTC is 
out-of-control. They are correct that eitc spending has grown. 
But that is because the Congress, under the leadership of both 
Republican and Democratic Presidents, decided that it should 
grow. Over the past ten years, we have repeatedly expanded 
the EITC - as a reward for work and as an alternative to 
increasing the minimum wage. It should come as no surprise 
that spending on this program has now increased. This Is what 
we intended. 

Some have proposed to cut the eitc, either by ending 
indexing or by halting the phased-ln increases we mandated. 
Make no mistake. Cuts in the eitc constitute a tax increase on 
millions of hardworking Americans. 
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Chairman Archer has made clear that tax increases will not 
occur on his watch. I am counting on him to make certain that 
pledge Is applied equally - to the working poor as well as the 
idle rich. 

Talk about cutting the EITC is motivated - first and 
foremost - by the need to pay for the tax cuts Republicans 
have proposed for the wealthy. But clever advocates of tax 
cuts for the rich are using alleged fraud in the Eire as a smoke 
screen to hide their true intent. 

Let me be clear. Any fraud is unacceptable. Congress has 
taken legislative steps to address errors and fraud in the EITC. 
The Clinton Administration has proceeded aggressively to 
reduce the error and fraud rates they inherited in 1995. if 
additional legislative or administrative action is needed, let's 
do it. But we cannot allow unfounded allegations of 
widespread fraud to be the reason we carve up a program 
that helps millions of working Americans succeed in their climb 
out of poverty. 


I know that many of my Republican colleagues share this 
commitment to the EITC. i look forward to today's testimony 
and to working with you to preserve this valuable anti-poverty 
tool. 
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Chairman Shaw. Thank you, Mr. Ford. 

If the first panel would sit at the witness table. Mr. Petri, we 
have you down first. If you would not mind, let Mr. Hutchinson go 
first, because he has a conflict with another hearing here in the 
Capitol. 

The Chair at this time will recognize Tim Hutchinson from the 
State of Arkansas. 

STATEMENT OF HON. Y. TIM HUTCHINSON, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF ARKANSAS 

Mr. Hutchinson. Thank you, Mr. Chairman. Thank you, Mr. 
Petri, for allowing me to go first. I appreciate the Committee’s in- 
dulgence. I know Mr. Petri will be able to handle all the questions 
that you will have when I excuse myself. 

I want to commend you for holding this hearing on the EITC, 
program which former President Ronald Reagan called the be 
antipoverty, profamily, job-creation measure to come out of tl 
Congress. 

Unfortunately, in many ways the EITC has strayed far from its 
original mission. It was designed as a small supplement to help 
compensate working families who pay pa 5 Toll taxes. It has evolved 
into an alternative to traditional forms of welfare assistance. In ad- 
^tion, as it currently stands, the EITC is prone to serious abuse 
and fraud and is flawed in its design. We need to rethink its con- 
struction. 

Mr. Chairman, as you know, I have been active in the welfare 
reform debate. I think that redesi^ of the EITC is the logical next 
step in welfare reform. As we continue to work toward the overhaul 
of our welfare system and the goal of making people more inde- 
pendent, I believe the EITC can be a very valuable tool in this en- 
deavor. 

Our Senate colleagues have proposed to roll back the 1993 EITC 
expansion in their fiscal year 1997 budget resolution. While I do 
not agree with the Senate action in their proposal, I do think it 
may be useful for House members to consider many of the reforms 
in the Senate proposal in a comprehensive overhaul and repackag- 
ing of the program. 

I have been working on EITC reform legislation. Since the pur- 
pose and configuration of the EITC has changed so dramatically 
over the years, I am calling my legislation the Minimum Wage for 
Families Act to more accurately represent what I think is the real 
objective of the EITC. My proposal would make the EITC more 
profamily and more promarriage. 

Under the ever-expanding EITC, single individuals have been 
made eligible, and families with children in college receive benefits. 
We need to focus only on families with children, especially those 
under the age of 18. Disincentives to marriage have developed, as 
the size of the credit has increased. The bill would change that by 
incorporating a one-time $2,000 marriage credit. Lump-sum pay- 
ments, since they were very small at first, made sense. Now they 
do not and we need to change that. 

My bill would make the EITC practically useful by prorating the 
EITC over the 12 months of the year. In addition, I would draw 
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from the previous work done by my colleague Nathan Deal to make 
it easier for the EITC to be payable in advance. 

Further, my legislation would link the EITC to other welfare pro- 
grams. We need to do this. Hard-working families should receive 
direct cash assistance, instead of food stamps. We accomplish this 
goal by expanding cash benefits under EITC and including those 
cash benefits when determining elimbility for other traditional wel- 
fare programs. This change would empower working families to 
make more of life’s decisions themselves by replacing traditional 
welfare programs with a cash payment. 

In line with President Clinton’s proposal, the bill would deny 
EITC eligibility to individuals who are living in the United States 
illegally or who do not have proper documentation for employment 
purposes. 

Mr. Chairman, for too long we have been locked in a sterile thir- 
ties debate on the concept of minimum wage. We need to break out 
of that way of thinking by allowing businesses to hire as many 
workers as they can, pay market wages and utilize government to 
take family incomes up to a minimum standard of living. An in- 
crease in EITC cash payment would mitigate any need for a mini- 
mum wage increase. 

Under my proposal, a family with two dependents earning the 
current minimum wage will make $7 an hour in total compensa- 
tion. A family with one dependent will take home $6 an hour. By 
supplementing employer provided wages with direct cash assist- 
ance from the Federal Government, we do not arbitrarily raise the 
cost of labor to business and destroy jobs for the very people we are 
trying to help leave the welfare rolls. 

In addition, this proposal conforms to our recently passed budget 
resolution. Estimates conducted by CBO, the Joint Tax Committee, 
and my staff on various specifics of the proposal indicate that the 
overall savings over 5 years from these reforms would be in the $20 
to $30 billion range. 

Mr. Chairman, the EITC needs to be returned to its original pur- 
pose. I think we have a golden opportunity and we should take this 
opportunity to implement the necessary reforms, and I look for- 
ward and welcome the opportunity to work with you and your col- 
leagues on this Subcommittee to bring about constructive and pro- 
ductive changes in the EITC Program. 

I thank you for the opportunity to visit with you today. 

Chairman Shaw. Thank you, Mr. Hutchinson. You have certainly 
been one of the leaders in the House on welfare reform, and I think 
you quite correctly recognize that the EITC is a very important in- 
gredient to welfare reform. 

Thank you very much. 

Mr. Hutchinson. 'ITiank you. Thank you for your indulgence on 
allowing me to be excused. 

Chairman Shaw. Tom Petri from the State of Wisconsin, wel- 
come. 

STATEMENT OF HON. THOMAS E. PETRI, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF WISCONSIN 

Mr. Petri. Thank you very much. I appreciate the opportunity 
to testify here today. 
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The EITC is a vital adjunct of welfare reform and a far better 
way to help the working poor than is an increase in the minimum 
wage. In particular, the EITC is also the best way to help families 
with the expenses of child care, since it does not discriminate 
against parents who stay home and forgo income in order to care 
for their own children. 

Many of us now believe there should be no such thing as welfare 
as we have known it for able-bodied people. It produces dependency 
and is profoundly demoralizing to those who struggle to support 
themselves without public assistance. Instead, the basic income for 
all able-bodied people should come from work — publicly supplied, if 
necessary. Wages sdone are not enough for those with families and 
only minimum wage skills. They need a credit or voucher to help 
them buy a health plan and a wage supplement geared to their 
family size. 

The EITC is the best way to supplement wages. It is universal 
and, therefore, without stigma or demoralizing effects. It can be ad- 
justed for need as determined by both family size and earnings. 
Unlike a minimum wage increase, the EITC does not remove the 
first rung of the employment ladder for those with the least skills, 
and it helps millions earning more than the minimum wage. 

The current EITC, however, contains serious flaws which must 
and can be fixed. First, it includes childless people who do not need 
it as much as others because they would be well above the poverty 
line without it, if they worked full time. That feature should be 
eliminated, saving about $1 billion next year. 

Second, in its phase out range for families with incomes between 
$11,000 and $27,000, the current EITC imposes high marginal tax 
rates of 21 or 16 percent. When combined with Federal and State 
income taxes. Social Security taxes, food stamp, and housing sub- 
sidy phaseouts, and a possible future Medicaid voucher phaseout, 
this can create total marginal tax rates exceeding 100 percent, 
completely removing any incentive to improve earnings. We need to 
take a coordinated look at the combined incentive effects of all 
these kinds of programs, eliminating the marginal tax rates in 
some and reducing them in others, including the EITC. 

Third, the current EITC contains grotes(me marriage penalties. 
The extreme case is a couple, each earning $11,000, with four kids. 
As two single-parent two-child households, they get $6,740 of EITC 
next year. As one $22,000 income household, they get only $1,060. 
The EITC marriage penalty for that couple is $5,680, and they also 
face an income tax marriage penalty of $750 and other penalties 
in other programs. 

Finally, the current EITC provides no extra help to families with 
the greatest need; that is, those with more than two kids. 

Fortunately, we can solve all these problems by modifying the 
$500 child credit in the Contract With America and coordinating 
that with the EITC. At the same time, we will get a good com- 
promise with the Senate on the child credit issue. I have three ver- 
sions of this compromise costing one-quarter, one-half and three- 
quarters of the cost of the $500 child care credit. I will describe the 
three-quarters version briefly. 

First, increase the child credit to $1,100, and at the same time, 
eliminate the personal exemption for children under 18. This pro- 



18 


duces a net tax cut per child next year as follows: In the 15-percent 
tax bracket, a tax cut of $718; in the 28-percent bracket, $386 per 
child; in the 31-percent bracket, $310 per child; the 36-percent 
bracket, $192; amd in the 39.6-percent income tax bracket, a reduc- 
tion in taxes of $90 per child. 

Now that is progressive, but very competitive with the flat $500 
credit. Lowest bracket taxpayers get much more, the 28-percent 
bracket almost as much, even -in the 31-percent bracket, taxpayers 
get three-fifths as much. 

Next, for the real payoff, integrate the $1,100 credit with the 
EITC by making it refundable for those with earned income. Since 
it is a universal credit, it does not need to be phased out. You give 
that credit to high-income, as well as low-income people, and that 
was in the contract. Then change the EITC to a credit of $1,000 
per parent, phasing out single parents between $9,000 income and 
$19,000 income, and couples between $16,000 and $36,000 income. 
That cuts the worst case marriage penalty from $5,680 to $200, 
cuts the marginal tax rate in the phaseout to 10 percent. Both of 
these results are enormous improvements. 

There are chairts that accompany my submitted testimony. Under 
the illustrations in those charts, ^1 lower income two-parent fami- 
lies get much larger credits than under current law. Single-parent 
families with incomes under about $20,000 generally do slightly 
worse than under current law, but only slightly, and that is the 
price we have to pay for eliminating the marriage penalty. Of 
course, if they have more than two kids, they do much better. 

Let me close by reviewing the advantages of this kind of inte- 
grated approach. One, it is less expensive. It provides a good com- 
promise with the Senate. The tax cuts are prop'essive, but very 
competitive with the flat $500 credit. The credit itself is more than 
doubled. The EITC marriage penalty is practically eliminated, mar- 
ginal tax rates are slashed, and larger families get the help they 
need. 

Finally, we support welfare reforms in which the basic income of 
the able bodied is wages plus general credits plus a general health 
plan voucher. 

Mr. Chairman, we need the EITC to make welfare reform work. 
The current version has problems, but let us fix them, not do away 
with the whole program. 

Thank you very much for your attention. 

[Attachments to the prepared statement follow:] 
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KILLING MANY BIRDS WITH ONE STONE: 

A CHILD TAX CREDIT COMPROMISE THAT COSTS LESS 
BUT FURTHERS WELFARE REFORM OBJECTIVES 


PROBLEMS TO BE SOLVED: 

1. Need House-Senate tax compromise on child credit; 

2. Current earned income tax credit (EITC) -- a vital adjunct to welfare 
reform because it enables low-skilled people with kids to support themselves 
by working -- has 3 big flaws: 

a. contains high marginal tax rates (21% or 16%) during phaseout -- when 
combined with other taxes and phaseouts (i.e. food stamps, housing subsidies, 
and a possible medicaid voucher), removes any incentive to get ahead because 
total marginal tax rate can top 100%; 

b. contains high marriage penalties (J5680 + $750 income tax penalty in 
extreme case); 

c. provides no extra help to larger families with greatest need. 


SOLUTION: 

1. For kids under 18, eliminate personal exemption ($2550 in '96) and 
substitute $1100 credit -- provides net tax cut per child by bracket in '96 as 
fol 1 ows : 


15% bracket 

(about 0 to $40K 

TAXABLE '96 jt. return 

income) 

-- $718 

28% 

( " 40K " 97K 

•1 M M it 

" ) 

-- $386 

31% 

( " 97K " 148K 

II n H II 

" ) 

-- $310 

36% 

( " 148K " 265K 

II 11 H II 

" ) 

-- $182 

39.6% " 

( over 265K 

H 11 H II 

" ) 

-- $ 90 


2. Universal $1100 credit is refundable for those with earned income and 
substitutes for a major portion of the EITC -- no phaseout necessary because 
everyone gets it. Provide extra EITC to PARENTS -- maximum of $1000 per 
parent -- phasing out for a single parent between $9000 and $19,000 income at 
a rate of 10%, and for two parents between $16,000 and $36,000 income at 10%. 

3. Provide no other EITC; eliminate current EITC for childless people. 

4. Optional (to save money): eliminate dependent care credit, which is unfair 
to parents who forgo income to take care of their own kids. 


ADVANTAGES: 

I. Costs approximately 3/4 as much as flat $500 credit; 

2-. Tax cut is progressive; 

3. Credit itself is doubled; 

4. Maximum EITC marriage penalty cut from $5680 to $200; 

5. EITC marginal tax (i.e. phaseout) rates cut from 16% & 21% (based on 

number of kids) to 10%; 

6. Provides extra $1100 per child for WORKING poor families with more than 

two kids; 

7. Supports welfare reform in which basic income of able-bodied is wages plus 

general tax credits plus a general health plan voucher; 

7. Eliminates messy overlap between new credit and EITC; 

9. Though single parents with 1 or 2 kids get slightly less than current 

EITC, all two parent families get much more; 

10. Hidden effect: cuts unnecessary EITC for students over 18; 

II. Probably makes it easier for President Clinton to sign the bill. 

12. Shows Republicans can integrate several objectives in one creative 

solution. 



Combined Effects of Income Tax & EITC 

Petri Plan vs. Current Law 
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Chairman JOHNSON. Thank you very much, Tom, for your very 
thoughtful testimony. You have been working on this legislation for 
about a decade now, and the depth of your knowledge is going to 
be a great help to us as we look at the problems that have devel- 
oped. 

Are there questions of Mr. Petri by the Members? 

Mr. Gibbons. 

Mr. Gibbons. Madam Chairman, I just want to commend our col- 
league Tom Petri. I thought that was an excellent analytical work- 
out of the problem we face and I want to tell you I am going to 
take your testimony and read it very closely. Both you and Mr. 
Hutchinson I thought were very constructive in your suggestions. 
I commend you for it. 

Mr. Petri. Th ank you. I think the one thing above all that you 
do as you work in this area is attempt to look at it from the point 
of view of the individual, rather than from the point of view of the 
advocates of each of the different programs. Integrate them, be- 
cause otherwise you would get the law of unintended con- 
sequences — we will get it anyway, but it will get a lot worse as we 
find with things like the marriage penalty, which no one wants, 
but is the consequence of the current array of programs that we 
have got. 

Mr. Gibbons. Good thi nkin g. 

Mr. Rangel. Madam Chairlady. 

Chairman Johnson. Mr. Rangel. 

Mr. Rangel. I do not recall your exact words, but it was some- 
thing to the effect that a single person could do better if they 
worked full time. It is an assumption that there is full-time em- 
plo 3 mient and that the worker would prefer to have a lower EITC 
by having a lower salary. Could you explain that? It is the first ob- 
jection that you had. 

Mr. Petri. I am having a little trouble hearing the question, but 
I think you were 

Mr. Rangel. The current EITC, however, contains serious flaws 
which must and can be fixed. First, it includes childless people who 
do not need it because they would be well above the poverty line 
without it. My question follows, if they worked full time, it would 
save $1 billion. Why would a person without a child want not to 
work full time? What makes you assume that they have elected to 
work part time in order to receive EITC? 

Mr. Petri. I actually amended that testimony as I gave it to say 
it includes childless people who do not need it as much as others, 
that is to say, people with children. 

Mr. Rangel. Why would they not need it as much because they 
have a child? 

Mr. Petri. Because they are above the poverty line, if they are 
working full time. Obviously, if they are not worldng full time, they 
would need it, but presumably sometimes people will elect not 

Mr. Rangel. Could you run away from that one and say, if they 
are not working at all, they do not get anything. If they are work- 
ing part time, should we not assume that people who are poor want 
to work full time? 
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Mr. Petri. If they are not working at all, they should certainly 
get disability assistance and they should have an opportunity for 
some sort of employment. 

Mr. Rangel. No, no. 

Mr. Petri. If they choose then not to take that opportunity, I am 
afraid that there are others who really do not deserve to have 

Mr. Rangel. There is an assumption in your testimony that peo- 
ple who are working part time without children can and should be 
working full time. Of course they should be, but I am assuming 
that there is no full-time employment with someone at these 
wages. My question is why would you say look for the billion dol- 
lars for this 

Mr. Petri. There is a problem there, we should be working to 
make sure there are full-time job opportunities or a combination of 
part-time job opportunities. My part of the country is probably dif- 
ferent than yours, but the establishments are no longer advertising 
sales they are advertising help wanted. 

Mr. R^GEL. If they have full-time employment opportunities 
and they elect part time, I agree with you. 

Mr. Petri. Well, if you are a single person, you can put together 
a number of part-time jobs to get the same income that you can 
from one full time. 

Mr. Rangel. It is really not that easy. It is a problem. 

Thank you. 

Chairman Johnson. Thank you. 

Mrs. Kennelly. 

Mrs. Kennelly. Thank you. Madam Chairman. 

First, I would just like for the record to say what I would have 
said if Congressman Hutchinson was still here. He said that he 
thought the EITC logically was the next step in welfare reform. I 
would just like to put on the record that President Clinton thought 
of it as the first step in welfare reform, because the EITC does 
keep people off welfare. 

I would like to ask Congressman Petri a question. Your phase- 
out for couples reuiges up to $36,000. Of course, that is higher than 
current law. What I am worried about, does that take away from 
a single head of household who would have a lower income? Where 
do you get that additional money so that it goes up to $36,000? 

Mr. Petri. I will refer to my expert on it. 

Mrs. Kennelly. I have got one of those, too. 

Mr. Petri. Would you wsint to come up and address that? 

Mr. Flader. That does cost more money to extend the phase out, 
but it is the price of reducing the phase out rate to 10 percent, and 
the additional cost is in the order of $1 or $2 billion. 

Mrs. Kennelly. My worry is where do you get it? Would it affect 
single heads of households with lower incomes? 

Mr. Flader. You can say that it is coming from any place you 
want to. The overall proposal costs about three-quarters of the 
$500-per-child tax credit, and the savings come partly from the 
overlap between the $500 tax credit and the current EITC. It is 
putting those two things together that gives you the ability to 
make these changes in the EITC without costing more money than 
the $500 credit. 
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Mrs. Kennelly. Congressman Petri, the reason I bring this up 
is in a State like mine and maybe a State like yours, we have a 
disparity. We are a high-income State, but the ones that need and 
file for the EITC are single heads of households. I would just ask 
you to look at that as you proceed with your proposal. 

Thank you. 

Mr. Petri. Thank you. We would be happy to work with you on 
that. 

Chairman Johnson. Are there other questions of Mr. Petri? 

Mr. Levin. 

Mr. Levin. A quick question to my friend Congressman Petri. I 
think your testimony is really interesting, but the horse is out of 
the bam, it seems to me. The credit is in the bill that is before the 
conference Committee, so I do not quite understand how this Com- 
mittee goes back and does the kind of integration you suggest. 

Mr. Petri. As I understand it, what is before the conference 
Committee is the budget resolution and there is a wide disparity 
between the numbers in the House and Senate. However they come 
out, you can come up with an integrated program in this Commit- 
tee that will meet easily either one-quarter, two-quarters, or three- 
quarters of the range you are given in the conference Committee 
so far as any part of this tax cut is concerned. 

I assume once they agree on the budget resolution, they probably 
will split the difference somewhere between the Senate’s $160 bil- 
lion or whatever it is and ours of $400 or $380 billion or something 
like that, and then you are going to have to come up with tax 
change legislation and figure out what you are going to be doing. 
I gruess you did pass a tax bUl, but 

Mr. Levin. This Committee passed a bill, so you are essen- 
tially — 

Mr. Petri. The Senate has not passed it and I am sure there will 
be plenty of opportunity as you move forward. 

Mr. Levin [continuing]. You are essentially asking the Commit- 
tee, once the budget resolution is passed, to reexamine the child 
credit that already passed here by majority vote. 

Mr. Petri. What I am suggesting is that once the conference is 
finished on the budget resolution and agreement is reached on 
what the scope of any tax cut that this Congress would deal with 
under that resolution this year, that you will then have plenty of 
opportunity, working with your colleagues in the Senate, to make 
modifications in the credit. 

As you know, I believe there were votes over there to restrict the 
amount. We have some votes to restrict the coverage. My proposal 
is to have it phased out in a progressive way and integrated with 
the EITC. With any change you are going to really make at the end 
of the day, it seems, to be responsible, you are going to want to 
take this child credit, the existing personal exemption, the EITC, 
and other need- and size-based programs that we have got and do 
the best you can to integrate them, so you do not end up with 
screwy incentives out there for people. I look at it as an oppor- 
tunity to work in a bipartisan way to turn this into something that 
is progressive and that is going to be helpful as we move forward 
in the welfare reform area. 

Mr. Levin. Thank you. 
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Chairman Johnson. Thank you very much. Congressman Petri. 

Mr. Petri. Thank you. 

Chairman Johnson. There are no more questions, and we will 
invite forward Assistant Secretary Samuels and Hon. Margaret 
Richardson, Commissioner of the IRS. 

I would remind you both that your entire statements will be 
made a part of the record. If you could keep your comments focused 
and relatively brief. We have a good attendance at the hearing and 
questioning will take a long time, and we do have an excellent 
panel following you. We would appreciate that. 

Mr. Samuels. 

STATEMENT OF HON. LESLIE B. SAMUELS, ASSISTANT 

SECRETARY FOR TAX POLICY, U.S. DEPARTMENT OF THE 

TREASURY 

Mr. Samuels. Chairman Johnson, Chairman Shaw and Members 
of the Subcommittees, I am pleased today to discuss the targeting 
of the EITC, as well as steps that are being taken to improve the 
EITC. Commissioner Richardson will address administrative mat- 
ters more completely. 

The administration is strongly committed to the goals of the 
EITC, which are to make work pay and to lift workers out of pov- 
erty in the most efficient and administrable manner possible. With 
its message of “work pays,” the EITC helps reduce dependency on 
welfare and increase reliance on jobs. This is why the EITC has 
been supported on a bipartisan basis during its 20-year histopr. 
During the 7 years between 1986 and 1993, Congress voted to sig- 
nificantly expand the EITC in three major pieces of legislation 
under three Presidents, the Tax Reform Act of 1986, OBRA 1990, 
and OBRA 1993. 

In connection with developing the OBRA 1993 changes to the 
EITC, this administration became aware of serious compliance 
problems with the EITC and committed itself to do everything in 
our power to improve compliance. That commitment has been ag- 
gressively demonstrated in both legislative proposals and unprece- 
dented administrative actions. 

On the legislative side, OBRA 1993 repealed the two supple- 
mental credits that had added a great deal of complexity and were 
extremely difficult for the IRS to verify. Last year’s Uruguay round 
legislation contained a number of administration proposads, includ- 
ing extending to all children the requirement that they be identi- 
fied by their Social Security number for EITC purposes. That legis- 
lation also denied the EITC to nonresident aliens and required the 
Defense Department to include on W-2s amounts of nontaxable 
earned income. 

In addition, the IRS has taken bold administrative steps to ad- 
dress compliance issues. Commissioner Richardson will describe 
the more significant of these actions. 

Early indications suggest that the steps we have taken in the 
last 2 years are working to reduce significant EITC-related errors. 
Yet, there is more to be done and our commitment to do so remains 
unwavering. 

Several proposals to improve the targeting and administration of 
the EITC were included in the President’s 1996 budget; 
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First, the proposal to deny the EITC to taxpayers having more 
than $2,500 of taxable interest and dividends was included in 
modified form in H.R. 831. 

Under a second proposal, only individuals who are authorized to 
work in the United States would be eligible for the EITC beginning 
in 1996. 

A third proposal — and this is a very important proposal — ^would 
authorize the IRS to use simplified procedures to resolve questions 
about the validity of a Social Security number. Under this ap- 
proach, taxpayers would have 60 days in which to either provide 
a correct Social Security number or request the IRS to follow the 
more labor-intensive current-law deficiency procedures. If a tax- 
payer failed to respond within this period, he or she would be re- 
quired to refile with correct Social Security numbers in order to ob- 
tain the EITC. 

Today, we are proposing an additional change that would extend 
those simplified procedures to reducing EITC claims by self- 
employed individuals who fail to satisfy their self-employment tax 
liability. We welcome the opportunity to work with the Subcommit- 
tees to address areas of EITC noncompliance, just as we would like 
to work on addressing error rates in other areas that contribute to 
the overall tax gap. 

During the past several months, some observers have suggested 
that the EITC is growing uncontrollably. To the contrary, the in- 
creases in the EITC have resulted from carefully considered actions 
by Congress to gradually phase in the 1990 and 1993 expansions 
over a period of years. Once the 1993 expansion is fully phased in 
in 1996, future growth will be slightly less than projected growth 
of gross domestic product. As you can see on the chart provided, 
the growth, after the EITC is fully phased in, will be less than the 
growth in nominal GDP, gross domestic product. 

Some claim that an appropriate response to compliance concerns 
is substantial across-the-board reductions in the EITC. The Senate 
budget resolution assumed the EITC would be reduced and tax 
burdens increased for over 14 million working Americans. Working 
families with two or more children would be hit the hardest, with 
an average tax increase of $305 per year. Another proposal intro- 
duced in the Senate last week would result in even greater tax in- 
creases. We do not believe that raising taxes on millions of low- 
income working Americans is an appropriate response to the com- 
pliance concerns. 

The administration’s commitment to improving the EITC has 
been demonstrated through more than a dozen legislative and ad- 
ministrative actions since early 1993. In taking these actions, we 
have been guided by four key goals; to make work pay for those 
who might otherwise be on welfare, to ensure that an individual 
who works full-time throughout the year will not live in poverty, 
to target benefits to those with the greatest needs, while minimiz- 
ing distortions, and to mzike it easier for eligible individuals to 
claim the credit and for the IRS to verify their eligibility. 

The design of the EITC under current law reflects a balance 
among these four goals. I would like to address briefly each of 
them. 
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First, for low-income families, the EITC makes work pay in two 
ways. Unlike many other assistance programs for low-income fami- 
lies, the EITC is limited to working families. Moreover, the credit 
amount initially increases — rather than decreases — ^for each addi- 
tional dollar of earnings. 

The positive link between the EITC and work can help offset the 
work disincentives created by other tax and transfer programs, 
such as Social Security taxes and food stamp benefits. The EITC, 
with its positive credit rate on low earnings, is the only program 
designed to help offset the marginal tax rates imposed by the other 
programs. 

The expansion of the EITC in OBRA 1993 was designed to in- 
crease the effectiveness of the EITC as a work incentive. The in- 
crease in the credit rate will encourage nonworkers to enter the 
work force and other low-income workers to increase their hours of 
work. While the overall effect of the OBRA 1993 expansion cannot 
be measured yet, we believe that the legislation will, on net, in- 
crease work effort. 

Some workers with larger families will face slightly higher mar- 
ginal rates as a result of OBRA 1993. However, they are unlikely 
to change their behavior much in response. These are individuals 
who are already very attached to work force. They cannot easily 
adjust their hours of work in response to a small change in tax 
rates; they need both their jobs and the EITC to meet their day- 
to-day needs, and most employers will not allow them the discre- 
tion to work fewer hours. The effect of the higher marginal tax 
rates on some workers in the phaseout range will likely be far out- 
weighed by the effect of the increase in the credit rate. 

A second goal is to ensure that a person who works at a full-time 
job for the entire year will not live in poverty. In order to lift a 
family of four dependents with a full-time worker earning the mini- 
mum wage out of poverty would require a combination of food 
stamps, enactment of the ft’esident’s proposal to increase the mini- 
mum wage, and the implementation of the expanded EITC. 

Third, the benefits of the EITC should be targeted to families 
with the greatest needs and to those who can be best served by the 
positive incentives associated with the EITC. The credit rate is 
highest at very low earning levels where individuals are often mak- 
ing the criticad step from welfare to work. 

Larger families have greater needs than smaller families, tax- 
payers with two or more children are entitled to a larger EITC 
than taxpayers with one or no children. Also, by providing the 
EITC to families with incomes of up to $28,524 in 1996, the pro- 
gram provides modest relief from the effects of wage stagnation. 
We believe OBRA 1993 strikes an appropriate bedance between en- 
couraging increased work effort and minimizing the distortions re- 
sulting from the phase out of the credit. 

The fourth goal of the EITC is simplicity and verification. If eligi- 
bility rules are simple, taxpayers can more accurately claim the 
EITC amd avoid costly errors. With simple and verifiable elipbility 
rules, the IRS can also better ensure that the EITC is paid only 
to taxpayers who are eligible for the credit. Consequently, we 
strongly urge that simplification be given weight in evaluating any 
proposal. 
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The administration evaluates other proposals to modify the EITC 
by the same criteria we apply to our own proposals. We are con- 
cerned that many of the options that may be considered in the com- 
ing months will not meet these criteria. 

Under the Senat^ budget resolution, the EITC will be eliminated 
for workers without qualifying children, and the OBRA 1993 in- 
creases will be scaled back. We estimate that 14 million working 
Americans will be adversely affected. EITC recipients with two or 
more children would lose on average $305 in 1996. 

A bill, S. 899, has been introduced in the Senate that would re- 
sult in even more severe reductions of the EITC for millions of 
working families. In addition to the Senate budget resolution 
changes, the bill would repeal indexation of the EITC and further 
limit eligibility by adding new restrictions on the amount and types 
of income received by taxpayers. 

The combined effect of S. 899, once fully phased in in the year 
2000, would be to reduce the EITC for 19 million taxpayers by $602 
on average. The board to my right shows the effect on EITC recipi- 
ents with two or more children of both the Senate budget resolu- 
tion and S. 899. 

Indexation is necessary to ensure that taxpayers do not lose eligi- 
bility for the EITC. Eliminating indexing does not address non- 
compliance problems. Consequently, the administration strongly 
opposes proposals to eliminate indexation. 

S. 899 would also limit ehgibility by adding new restrictions on 
the amounts and types of income received by taxpayers. For exam- 
ple, the investment income cap would be lowered from $2,350 to 
$1,000, We have serious reservations about this proposal, since it 
discourages savings. Also, its complexity will increase error rates. 

The bill also restricts eligibility by expanding the definition of in- 
come to include nontaxable Social Security benefits, child support 
payments, nontaxable pension income and tax-exempt interest. We 
would have serious concerns about imposing an additional tax on 
Social Security benefits of taxpayers who qu^ify for the EITC. 

The tax system does not count child support as income to the 
custodial parent, because child support payments are a continu- 
ation of the other parent’s obhgation to support his or her child. 
Custodial parents should be encouraged to seek child support, rath- 
er than being penalized for obtaining it. Moreover, this change 
would be extremely difficult for the IRS to administer, because it 
does not currently receive information about child support pay- 
ments. 

The administration is committed to improving compliance with 
the EITC. Its significant actions in the last 2 years are clear evi- 
dence of this strong commitment. The compliance problems which 
the administration is addressing should not be used as an excuse 
to eliminate or reduce the EITC to millions of low-income working 
Americans who are playing by the rules. 

Finally, my written statement contains additional areas of pos- 
sible improvement we would like to explore with the Subcommit- 
tees. 

Madam Chair, this concludes my remarks. Thank you. 

[The prepared statement and attachments follow:] 
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STATEMENT OF 
LESLIE B. SAMUELS 
ASSISTANT SECRETARY (TAX POLICY) 
DEPARTMENT OF THE TREASURY 
BEFORE THE 

SUBCOMMITTEES ON OVERSIGHT AND HUMAN RESOURCES 
COMMITTEE ON WAYS AND MEANS 
UNITED STATES HOUSE OF REPRESENTATIVES 


Chairman Johnson, Chairman Shaw, and Members of the Subcommittees: 


1 am pleased to have the opportunity to discuss the targeting and labor market effects of the earned 
income tax credit (ETTC), as well as steps that are being taken to improve the credit. While I will briefly 
touch upon compliance issues, Commissioner Richardson’s testimony will address administrative matters more 
completely. 

The Administration is strongly committed to the goals of the EITC which are to make work pay and 
to lift worters out of poverty in the most efficient and administrable manner possible. Since the EITC was 
created in 197S, bipartisan support for the tax credit and its goals has been growing. With its message of 
"work pays," the EITC helps i^uce dq)endracy on welfare and increase reliance on jobs. Prior to 1993, 
Congress voted to significantly expand the EITC in the Tax Reform Act of 1 986 and the Omnibus Budget 
Reconciliation Act of 1990. 

This Administration’s commitment to the EITC has been demonstrated through a number of legislative 
and administrative actions since early 1993. In Fdjruary 1993, we proposed an expansion of the EITC in 
order to improve its effectiveness in encouraging work and increasing the disposable income of working 
families. With certain modifications, Congress enacted the Administration’s proposals as part of the Omnibus 
Budget Reconciliation Act of 1993 (OBRA 1993). The EITC is growing as it was designed to grow pursuant 
to the three expansions signed into law by Presidents Reagan, Bush, and Clinton respectively. As soon as 
those expansions are fully phased in, the EITC costs will grow at a slower rate than gross domestic product 
(Figure 1). 

Since the passage of OBRA 1993, we have proposed further legislative changes to improve the 
administration and targeting of the EITC, while reducing its costs. Four of these proposals were included 
in the Uruguay Round Agreement Act of 1994 (URAA). As a consequence of that legislation, the EITC is 
denied to nonresident aliens and phsoners, taxpayers are required to provide a taxpayer identification number 
for each EITC qualifying child r^aidless of age, and the Department of Defense is required to report to both 
the IRS and military personnel the non-taxable earned income used in computing the EITC. 

In this year’s budget, we proposed that the ETTC be denied to taxpayers with $2,500 or more of 
interest and dividend income. A similar, but modified, provision was included in H.R. 831, which extended 
and expanded the 25 percent deduction for health insurance costs incurred by self-employed individuals. 

We have also made several proposals which are still pending final legislative action. This year’s 
budget includes proposals to deny the ETTC to undocumented workers and to provide the IRS with the 
authofi^ to use simpler and more efficient procedures when taxpayers fail to supply a valid social security 
number. In addition, the Administration proposed l^islation last year that would permit demonstration 
projects to test alternative methods of administering advance payments of the EITC. We hope that Congress 
will act on these outstanding proposals. 

As Commissioner Richardson will testify, the Administration has taken other significant actions to 
strengths the int^rity of the EITC. We have expanded our outreach efforts to ensure that eligible low- 
income individuals are aware of the EITC and the advance payment option. We have also conducted studies 
of ETTC compliance and the broader issue of problematic refunds. Last spring, then-Secretary Bentsen 
appointed a Task Force to conduct an indq)endent investigation of the refund fraud, and Under Secretary 
Noble presented their interim findings and call for aggressive action to the Ways and Means Oversight 



30 


Subcommittee last October. This year, we have intensified our scrutiny of returns claiming the EITC in order 
to prevent erroneous refunds from being paid to ineligible individuals. 

While the House budget resolution does not assume reductions in the EITC, we understand that 
members of the Subcommittees are concerned about the effectiveness of this tax prevision. Mor«)ver, the 
Senate has assumed that the ETTC vreuld be reduced in its budget resolutions. We are conceni«l that many 
of the propoals that have been discussed in the Senate to change the EITC, ^ough described as compliance 
measures, would not reduce error rates. Rather, these proposals would simply raise taxes on low and 
moderate-income working families. In fact, some alternative proposals to redesign the EITC would actually 
cause both non-compliance and work disincentives to increase. Before considering significant changes to this 
important tax credit which rewards work, we would urge the Congress to wait, as is assumed in the House 
budget resolution, until we have had time to observe the effects of both recent legislation and our enhanced 
compliance efforts. 

In the remainder of my tesdmtmy, I will discuss in some detail the goals of die EITC and the actions 
taten by the Administration to strengthen the effectiveness of the EITC, as well as our views regarding 
proposals for possible modifications to the EITC. 

Description of Earned Income Tax Credit for Low-Income Workers 

The Eire is a refundable tax credit that is available only to low and moderate income workers who 
have earned income and meet certain adjusted gross income (AGI) thresholds. To be eligible for the EITC. 
a tax|»yer must reside in the United States for ovw six months. Nonresident aliens are not entitled to the 
Erie Iwginning in 1995. 

The amount of the credit increases significantly if an individual has one or two qualifying children. 
A child qualifies a filer for a larger EITC by meeting relationship, residency, and age tests. To meet the 
relationship test, the individual must be a <^ild, stepchild, descendent of a child, or foster child of the 
taxpayer. The child must generally reside with the taxpayer in the United States for over half the year. For 
foster children, the residency test is exi«ided to the full year. A qualifying child must be under the age of 
19 (24 if a full-time stud«tt) or be permanently and tot^ly disabled. By tax year 1997, a taxpayer must 
provide a tax{»Lyer identification number (TIN) for each qualifying child. 

Computation of the Credit . The credit is determined by multiplying an individual’s earned income 
by a credit percentage. For a family with only one qualifying child, the credit percentage for 1995 is 34 
percent. The credit amount increases as income increases, up to a maximum income threshold. For 1995, 
the income threshold is S6, 160. Therefore, if there is only one qualifying child, the maximum credit for 1995 
is $2,094 (34 percent of $6, 160). 

The credit is reduced and eventually phased out once AGI (or, if greater, earned income) exceeds a 
certain phase-out threshold. For 1995, the phase-out threshold is $11,290. The phase-out is accomplished 
by reducing the credit by a phase-out percentage. In 1995, for a family with only one qualifying child, the 
credit is reduced by an amount equal to 15.98 percent of the excess of AGI (or, if greater, earned income) 
over $11,290. The credit is completely phased out and is no longer available \o taxpayers with incomes above 
the end of the phase-out range. In 1^5, this income level is $24,396. The income thresholds for both the 
phase-in and phase-out ranges are adjusted for changes in the cost of living. 

If there are two or more qualifying children, the credit percentage, income thresholds, and phase-out 
percentage are higher. For 1995, the credit percenUge for families with two or more children is 36 percent 
of the first $8,640 of earned income. Filers with earnings between $8,640 and $I 1 ,290 are entitled to the 
maximum credit of $3,110 (36 percent of $8,640). 

The {rfiase-out percentage for these families is 20.22 percent. As in the case of the credit for families 
with one child, the cr^it is phased out starting at $1 1,290. However, the phase-out range for families with 
two or more children extends to $26,673. 

In 1996, the credit percentage for families with two or more children will increase to 40 percent of 
the first $8,900 of earnings. Filers with earnings between $8,9(X) and $11,620 will be entitled to the 
maximum credit of $3,560 (40 percent of $8,900). The phase-out percentage will also increase to 21.06 
percent, and the phase-out range will extend to $28,524. Thereafter, the income thresholds for both the 
ph^-in and phase-out ranges will be adjusted for changes in the cost of living. (The dollar amounts shown 
for 1996 are estimates.) 

Workers who do not reside with qualifying children may claim the EITC if they are between 25 and 
64 years of age and are not claimed as a dependent on another taxpayer’s return. For these workers, the basic 
credit is 7.65 percent of the first $4,100 of earned income for a maximum credit of $314. In 1995, the phase- 



31 


out range for these workers is between $5, 130 and $9»230of AGl (or, if greater, earned income). The phase- 
out percentage is also 7.65 percent. The income thresholds for both the phase-in and phase-out ranges are 
adjusted for changes in the cost of living. 

Advance Payments of the ETTC . There are two ways to receive the EITC. Individuals can claim the 
credit by completing a Schedule EIC when filing their tax return at the end of the year. Alternatively, 
individuals with qualifying children may elect to receive a portion of their EITC in advance by filing a Form 
W-5 with their employer. These individuals are entitled to receive on an advance basis up to 60 percent of 
the credit allowable for a family with one qualifying child. The employer is not required to verify a person’s 
eligibility for the credit. 

At the end of the year, the employo- notifies both the IRS and workers of the actual amounts of 
advance credits paid to individual workers on the Form W-2. When filing tax returns at the Md of the year, 
these workers reduce the amount of EITC claimed by die amount of advance payments rec^ved. 

Questionable Claims : The IRS must follow normal de^ciency procedures when investigating 
questionable ETTC claims. First, contact letters requesting additional information are suit to the taxpayer. 
If the necessary information is not provided by the taxpayer, a statutory notice of deficiency is smt by 
certified mail, notifying the taxpayer that the adjustment will be assessed unless the taxpayer files a petition 
in Tax Court within 90 days. If a petition is not filed within that time and there is no other response to the 
statutory notice, an assessment is made in which the EITC is denied. 

Refundable Nature of Credit : The ETTC offsets Federal taxes paid by low and moderate-income 
families. In recent discussions, there has bem some ctmhision regarding the re^ndable nature of the ETTC. 
In large part, this confusion ^)pears to stem from the distinction between Congressional intent and budgeting 
conventions. Under conventional budget accounting practices, the EITC is shown in the budget as a reduction 
in taxes only to the extent to which it offsets a taxpayer’s liability for taxes paid through the income tax 
system. This is because the ETTC is claimed through the income tax system and as a practical ntatter, the 
credit can be most easily measured as an offset against the taxes paid through this system. Thus, under these 
conventions, about 23 perc^t of ETTC costs in FY 1995 are shown in the budget as a reduction in Federal 
income taxes and other taxes paid through the income system, including self-employment taxes (SECA). 
About half of ETTC recipients have an income or SECA tax liability prior to the receipt of the ETTC. 

Given that the ETTC was created to oflfsct the lax burden of low and moderate-income families, the 
Eire should not simply be measured as an offset to income and SECA taxes. When the reduction in the 
employee and employer portions of all social security taxes are included in the calculation, about 78 percent 
of ETTC costs offset individual income and payroll taxes paid by recipients. Nearly all ETTC recipients are 
subject to either individual income or social security taxes before qualifying for the EITC. Even this measure 
does not take into account other taxes which are offset by the ETTC. During the consideration of both OBRA 
1990 and 1993, the ETTC expansions were also viewed as a way of offsetting the burden of increases in excise 
taxes, particularly the increases in the gasoline tax. 

There has also been some confusion about the faict that most ETTC recipients choose to claim the credit 
at the end of the year as a lump-sum payment rather than by adjusting their withholding or by taking 
advantage of the advance payment option. In that i^ard, ETTC recipients are not very different from the 
majority of taxpayers who dioose to receive a refund at the end of the year, rather than reduce their income 
tax withholding during tiie year. About 70 percent of ncm-EITC recipients receive an average refund of 
$1,150 at the oid of the year. 

Goals of the ETTC 

In developing the Administration’s agenda for the ETTC, we have been guided by the three basic 
principles of tax policy: efficiency, fairness, and simplicify. Specifically, we have sought expansions and 
modificati(His to the QTC in order to achieve the following four goals: 

(1) to make work pay for those who might otherwise be on welfare: 

(2) to ensure that an individual who works full time throughout the year will not live in poverty; 

(3) to target benefits to those with the greatest needs while minimizing distortions; and 

(4) to make it easier for eligible individuals to claim the credit and for the IRS to verify their 
digibility. 

1 would like to address each of these four goals in more detail. 

For low-income families, the ETTC makes work pay in two ways. Unlite many assistance programs 
for low-income families, the ETTC is limited to working families. Moreover, the c^it amount initially 
increases — rath^ than decreases — for each i^ditional dollar of earnings. As a consequence, the ETTC is 
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diffemit from low-income assistance programs that are characterized by a reduction in benefits for each 
additicmal dollar of earnings. 'Hie ETTC significantly increases the marginal return from working for both 
those who do not work at all and those who work less than full-time at minimum-wage jobs throughout the 
year. 


The positive link between the ETTC and viork also helps offset the work disincentives created by other 
tax and transfer programs. Between 1983 and 1990, payroll taxes increased five times. Currently, workers 
are taxed at the combined employe and employee rates of 15.3 percent on the first dollar of earnings for the 
old-age, survivors, disability and health insurance (OASDHI) programs. Beyond a relatively low income 
direshold, food stamp boierits are reduced by 24 cents for each additional dollar of earnings. The EITC. with 
its positive credit rate on low eaminys. is the only benefit designed to help offset the marginal tax rates 
imposed by these othCT programs. 

A person who works at a full-time job for the entire year should not live in poverty . As the ETTC 
has increased in recent years, the minimum wage and other benefits received by low-income working families 
have declined in real value. Without an increase in the minimum wage, its real value in 1996 will decline 
to its lowest value in forty years. In addition, AFDC benefits are no longer provided for most families in 
which a mother works at least half-time. In the early 1970s, most stales provided AFDC benefits as a wage 
supplement U> a mother with two children whose earnings equaled 75 percent of the poverty level. Currently, 
only three states provide comparable benefits. In onier to ensure that a family of four dependent on a full- 
time worker earning the minimum wage is lifted out of poverty, it would require a combination of food 
stamps, enactment of the Presid^t’s proposal to increase the minimum wage, and implementation of the 
expanded ETTC. 

The benefits of the ETTC should be targeted to families with the greatest needs and to those who can 
be best serv ed by the positive incentives associated with the ETTC. As a consequence, the credit rate is 
highest at very low earning levels, thus reaching individuals who are often making the critical step from 
welfare to work. Because larger families have greater needs than smaller families, taxpayers with two or 
more children are entitled to a larger ETTC than taxpayers with one or no children. 

Families with incomes slightly above the poverty level also require assistance. Wages have stagnated 
for many workers and declined markedly for low-wage worlrers. Between 1973 and 1993, real hourly wages 
of full-time male workers at the tenth percentile (that is, those whose wages are just above those of the 
lowest-paid 10 percent of workers) declined 16 percent, while real hourly wages at the median fell 12 percent. 
By providing the ETTC to families with incomes of up to $28,524 in 1996, the tax provision provides a 
cushion to protect moderate-income families from the effects of wage stagnation. 

The Eire is designed to target assistance to the very neediest working families. We cannot target 
assistance to low-income families witiiout causing marginal tax rates to increase for Emilies with slightly 
higher income. However, we can seek to minimize such distortions. 

The fourth goal of the EITC is simplicity and verification . If eligibility rules are simple, taxpayers 
can more accuratdy claim the ETTC and avoid costly errors. With simple and verifiable eligibility rules, the 
IRS can also better ensure that the EITC is paid only to taxpayers who are eligible for the credit. 

Simplicity is particularly important, because eligible individuals can claim the EITC directly when they 
file their tax return. It is likely that this simple application process has contributed to high participation rates 
among families eligible for the EITC. It has been estimated that between 80 and 86 percent of eligible 
persons claimed the EITC in 1990. 

From the IRS’s perspective, it is easier to verify eligibility for the EITC if the rules are simple. 
Moreover, because the IRS does not ordinarily interview ETTC claimants, it is important that eligibility be 
based on criteria which can be verified as quickly as possible through independent reporting sources. 
Simplicity and verification prior to the payment of the EITC are key to the successful operation of the tax 
credit. 


The Ways and Means Committee recognized the importance of the need for simplicity during 
consideration of OBRA 1990. At that time, data from the 1985 Taxpayer Compliance Measurement Program 
(TCMP) became avail^le, showing an unaccq>table number of erroneous EITC claims. In response, the tax- 
writing committees worlred with the Bush Administration to address this problem. The simplification 
provisions contained in OBRA 1990 wwe a first step toward reducing EITC error rates. As describ^ below, 
additional steps have been taken since 1990 to further reduce ETTC error rates. 

Legislative and Administrative Actions in 1993 and 1994 
As I outlined in the beginning of my testimony, the Administration and Congress have taken a number 
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of important l^slative and administrative actions during the past two years in order to improve the 
effectiveness and administration of the ETTC. 1 would like to review with you our accomplishments during 
this period. 

OBRA 1993 . OBRA 1993 expands the ETTC and males the tax credit more effective in achieving its 
policy objectives. 

First, OBRA 1993 increased the r^uins from working for those outside the workforce and for other 
very low-wage workers. For very low-wage w<»kers without qualifying children, the EFTC offsets the 
em^oyee portion of the OASDHI tax. During the past decades, these workers had borne the full burden of 
increases in OASDHI taxes because they were not entitled to the ETTC. For a family with one child, the 
credit rate for those with low earnings was inoes^ed by 11 ptfcentage points from 23 percent to 34 percent. 
For a family with two or more children, the credit rate for those with earnings below $8,900 in 1996 was 
increased by 15 percentage points from 25 percent to 40 peieent. For low-wage workers with two or more 
children, the ETTC will fully o^set the combined emplt^ee and employer portions of the OASDHI taxes and 
the food stamp benefit reduction formula. 

The OBRA 1993 expansion was also a critical step toward achieving the goal that a full-time worker 
should not live in poverty if he or she works throughout the year. In combination, a minimum wage job, food 
stamp benefits, and the ETTC can lift a single parent with one or two children out of poverty. But, the 
income (inducting the ETTC and food stamps and subtracting the employee portion of OASDHI taxes) of a 
family of four with only one fiiU-time, minimum wage worker fdls below the official poverty threshold. 
PriOT to the passage of OBRA 1993, the poverty gap for a family of four would have been $2,435 in 1996. 
The OBRA 1993 expansion significantly closes that gap. However, since the minimum wage has not kept 
pace with inflation, the job is not completed yet. This is why the President has proposed that the minimum 
wage be increased over two years by 90 cents. 

OBRA 1993 reduced the pover^ gap for minimum wage workers by increasing the maximum benefits 
by nearly $1,500 in 1996 for a family with two more children. For these families, this increase in the 
maximum credit, without a change in the phase^mt range, would have resulted in a phase-out rate of 30 
percent. In OBRA 1993, we tried to find a balance between the goals of providing low-income families with 
sufficient income support, while minimizing the marginal tax rates placed on families with higher, but still 
modest, levels of income. 

Thus, the increases in the maximum credit were accompanied by changes in the income thresholds. 
For all families with childr^, the beginning of the phase-out range was lowered by about $1,600. As a 
consequence, the phase-out rate actually fdl slightly fcH* a tiunily with one child since the end of the phase-out 
range was left unchanged. To reduce marginal tax rates among tiimilies in the phase-out range, eligibility 
for the Eire was extended to families with two or more children that have incomes in 1996 of up to $28,524 
(or about $3,000 above the prior level). The combiruition of these factors increased the phase-out rate from 
17.86 percent to 21.06 percent, rather than 30 percent. 

While the e^ect of OBRA 1993 can not be measured yet, we believe that the legislation will, on net, 
increase work effort. While some workers with larg^ families will face slightly higher marginal tax rates, 
they are unlikely to change their behavior much in reqronse. These are individuals who are already very 
attached to the work force. They canno t adj tist their hours of work in response to a small change in 
tax rates: they need both their jobs and the ETTC to meet their dav-to-dav needs, and most employers will 
not allow them the discretion to work fewer hours. The effect of the higher marginal tax rates on some 
worlters in the phase-out range will likely be far outwdghed by the effect of the increase in the credit rate. 
By making work pay, the OBRA 1993 increase in die credit rate will encourage non-workers to enter the 
workforce and other low-income part-time workers to increase their hours of work. 

Finally, OBRA 1993 simplified the eli^bility criteria for the EITC beginning in 1994 by eliminating 
the two supplemratal credits for health insurance coverage and for taxpayers with children under 1 year of 
age. These two supplemental provisions added sevoal paragraphs to the instructions, 10 additional lines on 
the Schedule EIC, and two additional look-up t^les. The IRS could not easily verify eligibility for the 
supplemental credits because it did not receive indqiendent verification of taxpayers’ eligibility for them. 
These changes should improve compliance by reducing errors and improving verification. 

URAA . URAA contains several provisiems to improve the targeting of the EITC to those with the 
greatest need. Under this legislation, nonresident aliens are denied the EITC beginning in 1995. Under prior 
law, nonresident aliens could receive the EITC based on their earnings in the United States, even though they 
were not required to report their world-w7de income to the IRS. Thus, it was possible for a wealthy foreign 
studmt to obtain the ETTC based on his or her earnings as a teaching assistant at an American university. 

In addition, prisoners will not be eligible fOT the ETTC based on their earnings while incarcerated. 
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In the past, prisoners generally \MMild not have been able tt> ciaim the ETTC because they did not reside with 
a qualifying child for over half the year. When the ETTC was made available to worl^ without children 
in 1994, it became possible for prisoners to receive the ETTC based on their earnings at prison j(^s. Because 
this provision was made effective for tax year 1994, toe HTC will not be paid to these individuals. 

URAA also contained two provisions to improve toe administration of the ETTC. By 1997, tax{»yers 
will be required to provide UNs for all dqiendents and ETTC qualifying children, regardless of their age. 
By requiring ETTC claimants to provide the TINs of all children, r^ardless of age, URAA improves toe 
ability of the IRS to verify the eligibility of a taxpayer for the EFTC. 

Under the legislation, the Dquitment of Defoue is required to provide military personnel and toe IRS 
with information regarding basic housing and subris^ce allowances (or in-kind equivalents) and income 
excluded by reason of service in a combat zone. These changes will not increase tomr taxable income but 
will improve accuracy in reporting and verification of earned income. The savings from this provision are 
somewhat offset by another provision v^ich extends EFTC eligibility to military personnel stationed abroad. 

Administrative Actions . The Administration has taken a number of steps to ensure that eligible 
individuals know about the ETTC and the advance payment option. While many eligible persons receive the 
Eire, fewer than 1 percent of ETTC claimants reedve the credit through advance payments. The reasons 
for toe low utilization rate are not fiilly known. One possible explanation is that workers simply do not know 
that they have the option of claiming toe credit in advance. A General Accounting Office study in 1992 
provided some support for this theory when investigators found widespread ignorance about the advance 
payment option among low*income workers.' 

The Administration has intensified its efforts to alert taxpayers of their eligibility for advanced 
payments. As one of the first st^s, President Clinton announced a Federal campaign in 1994 to enroll 
eligible government workers in the advanced payment system. The Treasury Department and a group of 
business executives have also joined forces to encoun^e private-sector employers to notify their work»^ about 
the advanced payment option. As required by OBRA 19^3, the IRS sends out notices to EITC claimants after 
the filing season, informing them about the advance i^yment option and (although not required by the 1993 
legislation) also supplying a Form W-S for tow use; 

As Commissions Richardson will explain, the Administration has also taken steps to ensure that those 
who are not eligible for the ETTC do not reesve it. During a two-week period in January, 1994, toe IRS 
conducted a pilot study to determine what addiUonal enforcement tools might be necessary to detect and 
prevent erroneous refunds during the remainder of toe 1994 filing season. The results of toe pilot compliance 
study, drawn from a sample of over 1,000 taxpayers who filed electronically during a two-week period in 
January, 1994, found that about 26 percent of every dollar claimed in the EITC was in excess of toe actual 
amount owed to the taxpayer. 

The results of this pilot study are not repres^tative of toe EITC filing population as a whole. 
Nonetheless, the IRS has ta^ a number of responsible and needed steps to limit the EITC to those who are 
entitled to toe credit. Beginning this year, the IRS is validating toe social security numbers on all tax returns 
claiming the EITC. Refunds on returns with incorrect or missing numbers are ^ing delayed while toe IRS 
checks the accuracy of toe refunds claimed. We estimate that the effects of the social security validation tests, 
along with conventional enforcement activities and toe repeal of the complicated supplemental credits, should 
reduce toe error rate to 19 percent. 

Using toe results of toe pilot study and other information, the IRS is also increasing its screening and 
review of all returns to ensure that only toose taxpayers entitled to refunds receive them. As a consequoice, 
refunds may be delayed on other questionable returns. Moreover, other legislative st^s, described above, 
are still being implemented over the next several years (e.g., the requirement that taxpayers provide a 
taxpayer identification number for all children reg^less of age). Finally, Congressional action on toe 
Administration’s remaining legislative proposals, d^cribed below, should further reduce error rates. In 
combination, implementation of these additional mfoicement procedures and legislative actions will make it 
more difficult for taxpayers to erroneously claim the EITC and further reduce error rates. 

Finally, the IRS stopped providing Direct Deposit Indicators in the 1995 filing season to lenders who 
were in^oviding refund anticipation loans. This action is also expected to reduce compliance problems that 
were associated with refund anticipation loans. The IRS’s actions this filing season have been applauded as 
both responsible and necessary by Ways and Means Overaight Subcommittee Chairman Johnson and Ranking 
Member Matsui in a recent "Dear Colleague" letter to House members. 


' U.S. General Accounting Office. Earned Income Tax Credit: Advance Payment Option 
is Not Widely Known or Understood bv the Public . (GAO/GGD-92-26, Fdjruary 19, 1992). 
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FY 1996 Budget Proposals 

The Administration included sevetal proposals to improve the targeting and administration of the EITC 
in this year’s budget submission. We are resuly work with the Congress on those proposals which have 
not yet been ^lacted. 

Deny EITC to taxpayers having more than S2.S00 trf taxable interest and dividends . Under this 
proposal, the 0TC would be denied to taxpayers having more than $2,500 of taxable interest and dividends 
banning in 1996< 'Hiis threshold would be indexed for inflation thereafter. 

This proposal would improve the targeting of the EITC to the families with the greatest need. Under 
current law, a taxpay^ may have relatively low earned income and be eligible for the EITC. even though he 
or she has significant interest and dividend income. Most EITC recipients do not have significant resources 
and must rely on their earnings in order to meet th^ day-to-day expenses, but taxpayers with significant 
interest and divided income can draw upon the resources that produce this income to meet family needs. 

This proposal, with some modification, was included in H.R. 831, which extended and expanded the 
25 percent health insurance deduction for self-employed individuals. H.R. 831 lowered the asset income 
threshold to $2,350 and expanded the categories of income subject to the threshold to include tax-exempt 
interest and net positive rents and royalties. The asset income threshold is not indexed. 

In developing the Administration’s proposal, we considered a broader list of asset income subject to 
the cap. We recogniaed that a broader list might increase equity, by treating the recipients of certain other 
types of asset income in the same manner as those who receive interest and dividend income. An expanded 
list would also reduce the incentive to choose a particular type of investment based on its tax or refund 
consequences. However, we were also concerned because the inclusion of net positive rents and royalties 
would add complexity to the determination of the EITC. These items are not reported separately on the Form 
1040. We did not include the broader list of asset items because we were also concerned that low-income 
taxpayers could not convert real estate holdings and t^her types of assets into cash as easily as savings 
accounts and stocks in a time of need. 

While we did not oppose the inclusion of tax-exempt interest and net rents and royalties in H.R. 831, 
we are very concerned about the asset income threshold not being indexed. We believe that the asset income 
threshold should be indexed in the same manner as all other income parameters for the EITC. Without 
indexation, the number of persons affected by this provi^n will increase over time. By 2000, the threshold 
would be equal to about $2,075 in 1996 dollars and would increase the number of affected taxpayers from 
about 550,000 to 650,000. 

Eire Compliance Proposals . Under this budget proposal, only individuals who are authorized to work 
in the United States would be eligible for the EITC beginning in 1996. Taxpayers claiming the ETTC would 
be required to provide a valid social security number for themselves, their spouses, and their qualifying 
children. Soci^ security numbers would have to be valid for employment purposes in the United States. 
Thus, eligible individuals would include U.S. citizens and lawful permanent residents. Taxpayers residing 
in the United States illegally would not be eligible for the credit. 

In addition, the IRS would be authorized to use amplified procedures to resolve questions about the 
validity of a social security number. Under this approach, taxpayers would have 60 days in which they could 
either provide a correct social security number or request that the IRS follow the current-law deficiency 
procedures. If a taxpayer failed to respond within this period, he or she would be required to refile with 
correct social security numbers in order to obtain the EITC. 

In combination, these provisions would strengthen the IRS’s ability to detect and prevent erroneous 
refunds from being paid out. In addition, the (Koposals would improve the targeting of the EITC by 
providing the credit only to individuals who were authorized to work in the United States. 

Tax Systems Modernization . The budget submi^im for the IRS contains funding for the continuation 
of its tax systems modernization (TSM). We urge the Congress to continue to fund TSM. TSM is vital to 
the long-run efficiency of the IRS’s collection functions. TSM will also enhance the IRS’s ability to detect 
erroneous HTC claims. 


Demonstration Injects Proposal 

In June 1994, the Administration introduced the Work and Responsibility Act (H.R. 4605). One of 
the provisions in H.R. 4605 would provide additional flexibility to Stales with respect to the EITC. We 
continue to support this proposal. 
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The proposal would allow four demonstration projects to determine the effects of alternative methods 
of delivering advance payments of the ETTC. States would apply to the Department of the Treasury to 
provide advance payments of the ETTC directly to eligible residents through a State agency. Such agencies 
could include food stamp offices, Employment Services, and State revenue departments. State plans would 
be required to q)ecify how payment of the ETTC would be administered. To finance these payments. States 
would reduce payments of withholding taxes (for both income and payroll taxes) from their own employees 
by the amount of the advance paymaits made during the prior quarter. The four selected projects could 
operate for three years beginning in 1996. 

This pilot program is designed to determine whether another approach would be more effective for 
delivering advance payments than the current employer-based system. For example, a State could choose to 
allow all eligible QTC recipients to apply for advance payments. By receiving the credit as they earn wages, 
workers would observe the direct lir^ between work effort and the EITC. Through a State program, 
individuals could have a choice of receiving the credit from a neutral third-party, without fear of the 
consequences of notifying their employers of their eligibility for the EITC. Moreover, they could receive 
asristance in determining the appropriate amount of the ETTC to claim in advance. 

A State could instead choose to target the advance payments of the EITC to welfare recipients -- as 
a way of driving home the message that "work pays.” These individuals may not ki )w about the EITC, and 
how it can "make work pay,” because they do not have to file a tax return if their adjusted gross incomes are 
below the tax thresholds (which are generally less than the poverty thresholds). 

If the legislation passes, we will evaluate these demonstration projects in order to understand better 
how individuals respond to receiving advance payments of the EITC. We will pay careful attention to 
whether the use of State agencies can increase both utilizatirm of the advance payment system and tabor force 
participation by non-workers. 

States also have the resources to verify many of the eligibility criteria for the credit better than 
employers, reducing the risk of erroneous payments being made to ineligible persons. This option would also 
allow for an evaluation of alternative delivery systems on compliance. 

Other Suggestions 

The Administration evaluates other proposals to modify the EITC by the same criteria we apply to our 
own proposals: 

(1) Does the proposal make work more attractive to those outside the workforce and to others with 
minimal ties to the workforce? 

(2) Does the proposal reduce the poverfy gap for full-time workers? 

(3) Does the proposal improve the targeting of the EITC to the neediest individuals and families 
in the least distortionary manner? and 

(4) Does the proposal mate it easier for digible taxpayers to accurately claim the EITC and for 
the IRS to verify their eligibility before re^nds are paid out? 

We are concerned that many of the opUons that may be amsidered by the Subcommittees do not meet these 
criteria. 

1. Senate Budget Committee Resolution 

The Senate budget resolution assumes that the Senate Finance Committee will reduce the EITC by $13 
billion between FY 1996 and 2(KX) and $21 billion between FY 1996 and 2002 . The resolution further 
assumes that these savings can be achieved by repealing the EITC for workers without qualifying children, 
reducing the ETTC rates for families with childrm, and adopting the Administration’s EITC compliance 
proposals from the FY 1996 budget. Under the rescdution, the credit rate for a family with two or more 
children would be reduced from its 1995 level of 36 percent to 35 percent. In addition, the credit rate for 
families with one child would be reduced from 34 percent to 30.15 percent. According to Treasury’s 
estimates, the ETTC proposals in the Senate budget resolution would reduce the EITC by $16.6 billion over 
the next five years and $25.6 billion over the next seven years. The Senate budget resolution would reduce 
the Eire for 14 million working families, on average, by about $239. 

These proposals would generally limit the effectiveness of the EITC in reducing poverty. For 
example, in 1996, the maximum EITC for families with two or more children is scheduled to increase from 
$3,110 to $3,560. This is the level necessary, in combination with a 90 cent increase in the minimum wage, 
to close the poverty gap for a full-time minimum wage worker who supports a family of four. Under the 
Senate budget resolution, the maximum credit would be $445 less than current law. 

By lowering the credit rate for families with children, the proposal also reduces the effectiveness of 
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the credit for encouraging work effort. Under the proposal, many EITC recipients with earnings of less than 
$8.900 could receive a smaller EITC than in 1995 . The reductions in the credit rate would also adversely 
affect those who are currently outside the workforce, but who are choosing between work and welfare. 

The Treasury Department estimates that 14 million EITC recipients would have their taxes raised by 
these proposals. Of these 14 million, 10 million would be workers with children. About 8 million EITC 
recipients with two or more children would lose, on average. $305 in 1996. About 2 million very low-wage 
workers with only one child would lose, on average, $137 relative to current law. (See Figure 2 and attached 
table.) 


The budget resolution also assumes the repeal of the EITC for 4 million very low-wage workers who 
do not reside with qualifying children. The OBRA 1993 expansion of the EITC for these workers was 
designed to help offset the work disincentive effects of the ^ial security tax. If repealed, these workers will 
lose up to $324 in 1996. At the poverty level ($8,200 in 1996 for a single individual under age 65), a single 
taxpayer would have a combined income and social security tax liability of $1,394 (including $240 of income 
tax liability prior to the receipt of the EITC and including both the employee and employer portions of social 
security taxes). Under the proposal, this taxpayer's tax liability would increase by $101. On average, low- 
wage workers who do not reside with qualifying children would incur a tax increase of about $173 in 1996. 

2. S. 899 

1-ast week, Senators Roth, Nickles, and Pressler introduced a bill (S. 899) to reduce the EITC. S. 
899 adopts many of the proposals assumed in the Senate budget resolution. However, it would reduce the 
Eire far more deeply than was considered in the resolution. According to Treasury estimates, S. 899 would 
reduce the EITC by $37 billion between FY 1996 and 2000 and $66 billion between FY 1996 and 2(X)2. 

Under S. 899, indexation of the EITC would be repealed. As a consequence of the repeal of 
indexation and the lowering of the credit rates, EITC recipients would be entitled to a maximum tax credit 
of $3,024 in 1996, a reduction of $536 relative to current law. The maximum tax credit amount would not 
change, after 1996. By 20(X), the maximum credit amount would be reduced by $1,016 -- or 25 percent - 
relative to cunent law. 

Indexation is necessary to ensure that taxpayers do not lose eligibility for the EITC. Under current 
law, an estimated 16.7 million taxpayers with children will claim the EITC in 1996. If benefit thresholds are 
not adjusted for inflation, participation would shrink to 14.8 million by 2000. 

Eliminating indexation does not address the issue of non-compliance at all. Instead, it denies eligibility 
and reduces the EITC for millions of taxpayers who work hard, pay their taxes, and play by the rules. A 
number of tax provisions are indexed for infiation each year. These include the personal exemption, standard 
deduction amount, the width of the income tax brackets, the phase-out ranges for the personal exemption and . 
deduction amounts, and the social security earnings ceiling. It is inappropriate to suspend indexation on the 
one provision which is solely targeted to low-income taxpayers. 

S. 899 would also limit eligibility for the EITC by adding new restrictions on the amounts and types 
of income held by recipients. The investment income cap would be lowered from $2,350 to $1,000. Net 
capital gains and passive partnership and estate income would also be added to the investment income cap. 
We would have serious reservations about lowering the investment income cap from $2,350 to $1,0(X). 

The bill’s sponsors argue that at prevailing interest rates, it is inappropriate to provide the EITC to 
taxpayers with assets which can generate a $1,0(X) of investment income. While we agree that taxpayers with 
large amounts of assets should not receive the EITC, we view the $1 ,000 investment income cap as too 
restrictive. Low and moderate-income families should be encouraged to save for down-payments on homes, 
start-up capital for businesses of their own, their children’s education or their own retraining. For example, 
the m^ian price for a home purchased in 1994 by a first-time homeowner was $125,000, with an average 
downpaym^t of 13.7 percent of the price (or $17,125), while the costs of a four-year education at a typical 
state university exceeded $25, (WO. Under the proposal, the EITC would be denied to many families saving 
for these investments in their futures unless they liquidated their savings or shifted their investments to 
exempted assets. 

S. 899 would also restrict eligibility for the EITC by expanding the definition of income. For purposes 
of determining digibility for the EITC, adjusted gross income would be expanded to include non-taxable 
social security benefits, child support payments, n<m-taxable pension income, and tax-exempt interest. We 
are very concerned about proposes to expand adjusted gross income to include these items. 

S. 899 would effectively impose an additional tax on social security benefits of taxpayers who qualify 
for the Eire. The EITC would be reduced by up to 20 cents for each additional dollar of social security 
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benefits. Low-income elderly workers with children could be subject to higher taxes on social security 
benefits than some of their better-off neighbors. In part, a portion of workers’ social security benefits (as well 
as non-taxable pension income) represent the return of their own contributions from previously taxed income. 
The proposal could affect non-elderly workers with young children, loo. The EITC would be reduced or 
eliminated for a low-wage worker whose disabled spouse receives disability insurance benefits. Reducing the 
EITC benefits of social security recipients could also compound the work disincentives already present in the 
social security programs. 

The tax system does not count child support as income to the custodial parent because child support 
payments are a continuation of the other parent’s obligation to support his or her child. Custodial parents 
should be encouraged to seek child support, rather than being penalized for obtaining it. As a result, we have 
serious reservations about this provision as well. This provision would also add complexity to the 
determination of EITC eligibility and would be difficult to verify. In particular, the IRS does not currently 
receive information about child support paym^ts. 

In combination, these proposals would raise taxes on 19 million taxpayers, on average, by $602 in 
20(X) (measured at 1996 income levels). Taxpayers with two or more children would be most adversely 
affected by these provisions. For eight million taxpayers with two or more children, the EITC would be 
reduced, on average, by $886 in 2000 (measured at 1^6 income levels). 

The Administration is committed to improving compliance with the EITC rules. Its actions in the last 
two years are clear evidence of this commitment. Tlie compliance problems which the Administration is 
addressing should not be used as an excuse to eliminate or reduce the EITC to all low-income working people. 
Consequently, the Administration strongly opposes proposals to eliminate indexation or to add complexity to 
the Eire eligibility criteria. 

3. New Initiatives 

The Administration is committed to taking additional steps to improve the administration of the EITC 
beyond the steps which have been taken or proposed in this year’s budget. We would be particularly 
interested in exploring with Congress legislative proposals to improve the ability of the IRS to verify 
eligibility for the EITC. 

First, we are announcing our intention to send to Congress a new legislative proposal which would 
provide the IRS with additional authority to prevent the payment of problematic refunds. We will propose 
that the IRS be authorized to use simplified procedures to reduce the amount of a taxpayer’s EITC by the 
amount of unpaid self-employment taxes shown, either directly or indirectly, as being due with the return. 
Under this approach, taxpayers would have 60 days in which they could either demonstrate that they did not 
owe social security taxes on reported income or request that the IRS follow the current-law deficiency 
procedures. If a taxpayer failed to respond within this period, he or she would be required to refiie with 
correct information on earnings and social security tax liabilities in order to obtain the EITC. 

This proposal will ensure that taxpayers pay social security taxes on self-employment income which 
is also applicable toward their EITC. This propos^ would reduce the incentive for taxpayers to over-state 
income in order to appear eligible for a larger EITC. While there is no conclusive evidence at this time of 
widespread EITC abuse by self-employed taxpayers, we recc^nize that the credit structure could lead to such 
problems in the future. This proposal is designed to deter this potential problem. We will also continue to 
carefully monitor this issue to determine the scope and nature of any potential or actual abuse. 

Second, we are beginning a study to examine the b^efits and costs of improving information-sharing 
between the IRS and States. The study will build on existing IRS efforts to improve information-sharing with 
State agencies. For example, during the past year, the IRS has been working with the Slate of California to 
determine whether wage data from the unemployment compensation system can assist the IRS in validating 
Eire claims. The new study will examine whether information from State welfare agencies would be useful 
in determining whether an EITC qualifying child was claimed by the appropriate taxpayer. The study will 
determine if State data can be m^e available to the IRS in a timely and consistent manner, and whether 
changes in disclosure laws are required to facilitate data exchange. 

We would also like to explore with the Subcommittees other options for improving the administration 
of the Eire. For example, reporting requirements for non-taxable earned income, which is used in the 
calculation of the EITC, could be enhanced. 


This concludes my remarks. Thank you once again for providing me with the opportunity to testify. I 
would be pleased to answer any questions that the Subcommittees may have. 



Figure 1: Growth in the EiTC and GDP* 
1997 - 2002 
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Figure 3: The Earned Income Tax Credit, 1996 
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Figure 5: Effect of Senate Proposals on EITC Recipients with Two or 
More Children 

Average Tax Increase, 1996 Dollars 
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Estimate reflects effects of deindexation by the year 2000, estimated at 1996 income levels. 



Effect of Senate Proposals on EITC Recipients 
1996 Income Levels 
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Estimate reflects effects of deindexation by the year 2000. estimated at 1 996 income levels. 
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Chairman JOHNSON. Thank you. 

Commissioner Richardson. 

STATEMENT OF HON. MARGARET MILNER RICHARDSON, COM- 
MISSIONER, INTERNAL REVENUE SERVICE; ACCOMPANIED 

BY TED BROWN, REFUND FRAUD EXECUTIVE, IRS 

Ms. Richardson. Madam Chairman, Mr. Chairman and the 
distinguished Members of both Subcommittees, I want to thank 
you for the opportunity to be here today to discuss the IRS’ efforts 
to improve the administration of the EITC. 

When I became Commissioner a little over 2 years ago, I recog- 
nized the need to improve the administration of the EITC to ensure 
that it was available only to those working Americans who earned 
it. 

As Assistant Secretary Samuels has stated, legislation that was 
recently enacted will improve the EITC’s effectiveness. The admin- 
istration has also submitted additional legislative proposals — and 
another one which was mentioned by Mr. Samuels today — ^which 
would aid very much in the administration of the EITC. 

In addition to these important legislative initiatives, beginning 
with the 1994 filing season and continuing through this filing sea- 
son, the IRS has t^en several steps to improve the administration 
of the EITC. A preliminary analysis of the returns that have been 
filed so far this year indicates that our efforts have paid off. 

This morning, I would like to describe for you what we have done 
this filing season to improve EITC compliance and to tell you about 
our future plans. 

As part of our continuing efforts to improve compliance, the IRS 
implemented numerous systemic verifications and enhancements 
for the 1995 filing season. These initiatives include the increased 
verification of teixpayer SSNs, additional checks of returns claiming 
refundable credits, including the EITC, and increased compliance 
resources devoted to preventing and detecting erroneous and fraud- 
ulent refund claims before those claims were paid. 

An important part of our strategy this year included delaying re- 
funds that, as a result of computer analysis and fraud identifica- 
tion profiles, appeared on the surface to be erroneous. This addi- 
tional time for review helped us check questionable claims and de- 
tect fraud schemes, including those schemes that employed dupli- 
cate uses of SSNs. 

During the filing season, the IRS devoted substantial resources 
to ensuring that taxpayers claiming refunds used the proper SSNs. 
We have been checking paper returns for missing, invalid or dupli- 
cate SSNs, and we have not been accepting electronically filed re- 
turns without correct, valid SSNs for the taxpayer, the taxpayer’s 
spouse and for the dependents that were claimed. As of June 2, 
1995, over 10 million missing, invalid or duplicate SSNs have been 
identified. 

To further address noncompliance problems related to refundable 
credits, during this filing season we performed additional checks on 
returns claiming these credits to ensure that only those taxpayers 
who were entitled to them received them. 

A preliminary analysis of the returns that have been filed so far 
this year does indicate that our efforts are paying off. As of May 
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26, the number of EITC claims by filers with qualifying children 
had decreased by 257,000 below last year. Prior to the 1994 tax 
year, EITC claims had increased each year since 1989. We believe 
that our efforts this fiUng season have kept those who had not 
earned the EITC from claiming it. 

Also, through May 21 of this year, approximately 800,000 fewer 
dependents were claimed compared to that time last year. Thus, for 
the first time in several years, the number of dependents being 
claimed did not increase. 

The reduction in EITC claims and in the number of dependents 
is particularly significant, considering that the number of individ- 
ual returns that were filed through May 26 is up over 1 million 
over this time last year. 

In addition to enhancing our systemic filters to detect more ques- 
tionable refund claims during this filing season, thanks to the addi- 
tional compliance resource that Congress provided us this year, our 
5-year compliance initiative, for the first time in a number of years 
we were able to substantially increase the enforcement resources 
dedicated to examining questionable claims, as well as to identify- 
ing fraudulent schemes. 

Electronically filed returns that had duplicate SSNs were re- 
jected. By rejecting these returns, erroneous claims and fraud 
schemes that in past years had made it into the system were kept 
out. In addition to the systemic screens, as of May 26, we had iden- 
tified over 2,600 fraud schemes and we delayed $65 million that 
had been claimed on over 46,000 electronic and paper returns. 

Beginning last filing season and continuing this filing season, we 
have also delayed refunds with questionable EITC claims until 
those returns could be examined. As part of this initiative, from 
January 1994 through April 1995, 370,000 returns were examined 
and $330 million in refunds were not paid because taxpayers were 
not able to verify that they were entitled to the EITC they claimed. 
As we continue the examinations of more than 700,000 EITC re- 
turns that are currently in our inventory, we would expect com- 
parable results — ^EITC claimed in error never being paid. 

Although the 1995 filing season is almost at an end, we have al- 
ready begun planning our strategy to prevent all erroneous or 
fraudulent refund claims, including EITC claims, for next filing 
season. Information learned this filing season will be the basis for 
modif 3 ring and refining our current procedures. We will revise the 
standards for participation in the electronic filing program and 
adapt our fraud and error detection systems accordingly. If nec- 
essary, we will put in place new technology and additional filters. 

The proposed legislation that is now pending would significantly 
aid our administration of the EITC because it would require EITC 
claimants to provide valid SSNs for themselves and their qualifying 
children, and it would permit us to treat an EITC claim the same 
way we do math errors when a Social Security number is either not 
provided or the Social Security number provided is not valid. 

A similar procedure to the one currently used to correct math er- 
rors is appropriate and needed. Although we have the technological 
capability to identify returns without obvious mistakes, because the 
statutory deficiency procedures require multiple actions and are 
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more complex than math error procedures, we can only reach a 
limited number of taxpayers with our current resources. 

TTie proposed math error procedure would be used only in those 
instances where a taxpayer’s EITC claim has not been substan- 
tiated by a valid SSN. Banks do not let their customers withdraw 
money without providing the necessary information, including an 
appropriate account number and a PIN, personal identification 
number. Congress should give us comparable tools. 

Madam Chairman, Mr. Chairman, the IRS is committed to stop- 
ping EITC noncompliance, while at the same time ensuring that all 
hard-working Americans who earn the EITC receive it. The assist- 
ance of you and the Subcommittees in enacting the legislation that 
is pending would greatly assist our efforts to achieve these two im- 
portant goals. 

Thank you very much. This concludes my prepared remarks and 
I will be happy to answer any questions that you or your colleagues 
have. 

[The prepared statement and attachment follow:] 
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STATEMENT OF MARGARET MILNER RICHARDSON 
COMMISSIONER OP INTERNAL REVENUE 
BEFORE THE 

SUBCOMMITTEES ON OVERSIGHT AND HUMAN RESOURCES 
HOUSE COMMITTEE ON WAYS AND MEANS 

JUNE 15, 1995 


Madame Chairman, Mr. Chairracin cind Distinguished Members of the 
Subcommittees : 

I appreciate the opportunity to be here today to discuss the 
IRS's efforts to inprove the administration of the Earned Income 
Tax Credit (EITC) . 

The EITC is a credit that is available only to low and 
moderate income workers who have earned income and meet certain 
income thresholds. The amount of the credit increases if the 
worker has one or two qualifying children. The EITC is designed 
to make work pay aind to lift workers out of poverty in the most 
efficient and administrable manner possible. Since becoming 
Commissioner over two years ago, I recognized the need to in^rove 
the administration of the EITC and to ensure that the EITC is 
available only to those hard working Americans who have earned 
it . 

To improve the EITC's effectiveness, in 1993, the 
Administration supported a proposal to simplify the credit by 
eliminating the two supplemental credits for health insurance 
coverage and for taxpayers with children under 1 year of age . 

The proposal was enacted as part of the Omnibus Budget 
Reconciliation Act of 1993. In the 1994 GATT legislation, the 
EITC was denied to nonresident aliens and prisoners . Taxpayers 
are required to provide a taxpayer identification number for each 
EITC qualifying child, regardless of age. Also, members of the 
Armed Forces stationed abroad are now eligible for the credit, 
and the Department of Defense is required to report to both the 
IRS and military personnel non-taxable earned income paid during 
the year that is included in confuting the EITC. 

The Administration has submitted additional legislative 
proposals which are still pending legislative action. The 
proposals include a provision that would deny the EITC to 
undocumented workers, and a provision that would authorize the 
IRS to use simpler and more efficient procedures when taxpayers 
claiming the EITC fail to supply valid social security numbers. 

In addition to these iti^ortant legislative initiatives that 
will aid in the administration of the EITC, the IRS, beginning 
with the 1994 filing season and continuing through this year's 
filing season, has taken several steps to improve the 
administration of the EITC. A preliminary analysis of returns 
filed so far this year indicates that our efforts have paid off. 

This morning, I would like to share with you what the IRS 
has learned about EITC coti^liance, describe for you the IRS's 
actions during this filing season to iitprove EITC cortqpliance, and 
discuss with you our future plans. 

FILING SEASON STUDIES 

During the 1994 filing season, as part of our efforts to 
gain a better understeinding of the characteristics and extent of 
EITC cott^liance, the IRS performed a small study of 
electronically filed returns over a two week period. The study 
of 1059 returns selected in the last two weeks of January was 
designed to provide the information needed to put controls in 
place quickly for the rest of the 1994 filing season that would 
prevent and detect EITC con^lieince problems, including fraud. 

This study is now final, and a detailed report of this study is 
attached as an Appendix. 
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Information from this 1994 filing season study was used to 
develop additional controls to stop EITC noncompliance, including 
fraud, for the 1995 filing season. In addition, to expand our 
understanding of EITC compliance, we are conducting another study 
this year. This study involves a statistically valid, random 
sample of approximately 2,000 refund returns filed electronically 
and on paper throughout the 1995 filing season claiming the EITC. 

Results from the 1995 study will be used to expand our 
understanding of issues identified during the first study. The 
field work and analysis of results will be completed this fall, 
and we will be pleased to share the results with the 
Subcommittees , 

To improve compliance in all areas, including EITC, the IRS 
must continually assess emerging trends and constantly revise 
prevention mechanisms. Strategies, which are perfectly 
satisfactory today, may be useless tomorrow. The study of refund 
returns filed during this filing season will provide valuable 
information to better hone our strategy for next year's filing 
season and beyond. 

FISCAL YEAR 1995 INITIATIVES AND RESULTS 

As part of our continuing efforts to improve compliance, the 
IRS implemented numerous systemic verifications and enhancements 
for the 1995 filing season. These initiatives include increased 
verification of taixpayers' social security numbers (SSNs) ; 
additional checks of returns claiming credits, including the 
EITC; suitability checks and increased monitoring of Electronic 
Return Originators (EROs) ; and increased compliance resources 
devoted to preventing and detecting erroneous and fraudulent 
refund claims before the refunds are paid. In addition, an 
important part of our strategy included delaying refunds that, as 
a result of computer analysis and fraud identification profiles, 
appeared erroneous or perhaps fraudulent. This additional time 
for review helped us check questionable claims and detect fraud 
schemes, including duplicate uses of SSNs. 

Closer Scrutiny Of Returns 

Internal IRS studies and the report of an outside expert 
confirmed that erroneous or fraudulent refund claims, including 
EITC claims, often involved the use of incorrect or invalid SSNs. 

As a result, during the 1995 filing season the IRS has devoted 
substantial resources to ensuring that taxpayers claiming refunds 
used the proper SSNs. A correct, valid SSN must be provided for 
the taxpayer, spouse, and dependents before an electronically 
filed return will be accepted. As of June 2, 1995, over 4.3 
million occurrences (not returns) of missing, invalid, or 
duplicate SSNs have been identified on electronically filed 
returns resulting in the affected returns being rejected and, 
thus, prevented from entering the filing system electronically. 

The checks of SSNs are not limited to electronically filed 
returns, however. We are also checking paper returns for 
missing, invalid, or duplicate SSNs. As of June 2, 1995, over 
6.3 million SSN errors were identified on returns filed on paper 
which resulted in correspondence with the taxpayer and a delay of 
the refund. 

We spent a lot of time both before and during this filing 
season urging taxpayers to use correct SSNs for themselves and 
their dependents. The importance of using accurate SSNs this 
filing season was emphasized in many ways, including a message to 
that effect on the cover of all tax packages and through many 
public announcements. Although the verification of SSNs caused 
delays for some taxpayers legitimately claiming refunds this 
year, once the SSN is corrected, these taxpayers should not 
experience delays in future years because of SSN problems . 
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To further address noncompliance problems related to EITC 
and other credits, such as motor fuel excise tax credits, during 
this filing season, we performed additional checks on returns 
claiming these credits to ensure that only those taxpayers who 
were entitled to such credits received them. On some returns, 
refunds were delayed to allow us additional time to verify claims 
prior to issuing the refxinds. 

At the beginning of this filing season, the IRS estimated 
that 82 million individual returns claiming refunds would be 
filed in 1995 and up to eight percent of these refunds could be 
delayed as a result of the screens and filters put into place. 
Through June 2, 1995, 79.2 million refunds have been issued -- 76 
million were issued for the full amount of the refund; 3.2 
million were partial refunds. Only 4.2 million refunds have been 
delayed in their entirety -- numbers that are consistent with our 
original estimates. 

A preliminary analysis of returns filed so far this year 
indicates that our efforts to perform additional checks of refund 
claims and to verify SSNs have paid off. As of May 26, 1995, 

17.3 million returns have been filed claiming the EITC. While 
the total number of EITC claims has increased by 3.2 million over 
last year, this increase is solely attributable to claims by 
filers without qualifying children who were first eligible to 
claim the EITC in 1994. If the EITC filers without qualifying 
children are disregarded, EITC claims have decreased by 257,000 
from last year. We project that by the end of the filing 
season, EITC claims with qualifying children will decrease by 
100,000 - 200,000 over last year. Because prior to the 1994 tax 
year, EITC claims had increased each year since 1989, it appears 
our efforts this filing season may have kept those who had not 
earned the EITC from claiming it. 

Additionally, through May 21, 1995, the number of dependents 
claimed for tax year 1994 when compared to the number of 
dependents claimed in tax year 1993, (based on returns filed 
through the same period last year) has decreased by approximately 
800,000. We believe that, if this pattern continues, when the 
1995 individual returns have been filed (including extensions) 
either fewer dependents or no more than the same number of 
dependents will have been claimed for 1994 as were claimed in 
1993. If so, this would be the first time in several years that 
the number of dependents being claimed did not increase . Our 
preliminary analysis shows that this result is probably due to 
the fact that non-existent or non-qualifying dependents claimed 
in prior years were not claimed this year. The reduction in EITC 
claims and in the number of dependents claimed is particularly 
significant when you realize that the number of individual 
returns filed through May 26, 1995 has increased over last year. 

We at the IRS recognize that we must balance our efforts to 
detect and prevent EITC noncoo^liance with the need to ensure 
that those hard working Americans who are eligible for the EITC 
receive it. This filing season, although we performed additional 
checks to ensure fraudulent or incorrect claims did not get into 
the system, we also sent over 420,000 notices to taxpayers who 
appeared to qualify for the EITC but who had failed to claim it 
on their 1994 tax returns. 

Our screens are designed to detect erroneous or suspicious 
returns. Unfortunately, some ta}q>ayer5 who have filed complete 
and accurate returns also had their refunds delayed. We regret 
the inconvenience caused them, but I believe that most taxpayers 
want us to maintain the integrity of the teuc system by making 
certain that only those who are entitled to refunds get them -- 
even if additional time is needed to verify the accuracy of 
refunds claimed. 
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Enforcement Activities 

In addition to enhancing our systemic filters in order to 
detect more questionable refund claims during the 1995 filing 
season, we substantially increased the enforcement resources 
dedicated to examining questionable claims as well as identifying 
fraudulent schemes. Criminal Investigation Division resources in 
our Questionable Refund Detection Teams were increased by 11 
percent and Examination resources were increased by 277 percent - 
- over 1,700 enforcement staffyears are being devoted to 
detecting and preventing refund fraud. 

This filing season, electronically filed returns that had 
duplicate uses of S5Ns for dependents and EITC qualifying 
children were rejected. By rejecting these returns, erroneous 
claims and fraud schemes that in past years made it into the 
system were kept out. In addition to these systemic screens, as 
of June 2, 1995, we had identified 2,685 fraud schemes, delaying 
$65.9 million claimed on over 46,700 electronic and paper 
returns . 

Beginning last filing season and continuing this filing 
season, we have delayed refunds with questionable EITC claims 
until Che returns can be examined. As a part of this initiative, 
from January 1994 through April 1995, 370,780 returns were 
examined. As a result of these examinations, $330 million in 
refunds were not paid because taxpayers were unable to verify 
that they were entitled to the EITC claimed. As we continue the 
examinations of more than 700,000 additional returns with 
questionable EITC claims that are currently in the Examination 
Division inventory, we expect con 5 >arable results -- EITC claimed 
in error never being paid. 

FUTURE PLANS 

Although the 1995 filing season is almost at an end, under 
the direction of Mr. Brown, the Filing Fraud Executive, we have 
already begun planning our strategy to prevent all erroneous or 
fraudulent refund claims, including EITC claims, for next filing 
season. 

Valuable information learned this filing season will be the 
basis for modifying and refining our current procedures. We will 
revise the standards used to screen EROs and adapt the systemic 
screens used to detect fraud and errors during this filing 
season; if necessary, we will put in place new technology and 
additional filters. 

To identify more sophisticated fraud schemes, we are working 
with the Los Alamos National Laboratory to design software which 
detects anomalies and matches patterns in large data sets. Five 
new anomaly detection/pattem recognition tools have been tested 
at the Cincinnati Service Center this filing season. Preliminary 
results indicate that these tools will significantly enhance our 
ability to detect filing fraud schemes. 

While we will continue to enhance our detection and 
prevention efforts, the key to improving our ability to detect 
increasingly sophisticated fraud schemes is our Tax Systems 
Modernitation Program. Without modern technology -- hardware and 
software -- applying expert systems analysis to large databases 
is virtually impossible. Tax Systems Modernization will not only 
provide the computing power and capacity needed to apply 
sophisticated fraud detection systems, but, equally as important, 
it will also provide more timely access to information. 

In addition to enhancing our technological capabilities, the 
Clinton Administration has proposed legislation to aid 
significantly our administration of the EITC and especially our 
efforts to improve EITC con?)liance. This legislation would 
require EITC claimants to provide valid SSNs for themselves and 
their qualifying children and permit the IRS to treat an EITC 
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claim in the same way it does math errors when an SSN is either 
not provided or the SSN provided is invalid. 

Under current law, if the IRS detects an EITC claim with a 
missing or invalid SSN, before the refund claim is denied, it is 
subject to multiple actions under the statutory deficiency 
process, a process that typically takes about 8 months. The 
proposed procedure would authorize the IRS to recompute a 
taxpayer' s tax liability if a tax return contains an EITC claim 
with a missing or invalid SSN. Before any adjustment is final, 
the IRS would send the taxpayer a notice asking for a correct 
SSN. If the taxpayer did not respond within 60 days (under 
statutory deficiency procedures tas^ayers get two notices, a 30- 
day notice and a 90-day or statutory notice) the taxpayer's 
refund would remain adjusted. 

A procedure similar to the procedure currently used to 
correct math errors is appropriate and needed. Although the IRS 
has the technological capability to identify returns with obvious 
mistakes, because the statutory deficiency procedures require 
multiple actions and are more ccMi 5 >lex than math error procedures, 
we can only reach a limited number of taxpayers with our current 
resources . The proposed math error procedure would be used only 
in those instances where a taxpayer's EITC claim has not been 
substantiated by a valid SSN. Banks do not allow their customers 
to withdraw money without providing all the necessary 
inf orTnation, including an appropriate account number and a PIN. 
Congress should give the IRS conparable tools. 

CONCLUSION 

Madame Chairman, Mr. Chairman, the IRS is committed to 
stopping EITC noncon^liance, while at the same time ensuring that 
all hardworking Americans who earn the EITC receive it. The 
assistance of you and your Subcommittees in enacting the 
Administration's proposals to aid in the administration of EITC 
would greatly assist our efforts to achieve these two important 
goals . 

This concludes my prepared remarks. My colleagues and I 
would be happy to answer any question you or other Subcommittee 
members may have. 
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1994 Earned Income Tax Credit Compliance Study 


I . Introduction 

The Internal Revenue Service undertook this study early in 
the 1994 filing season in order to identify ways of reducing 
refund fraud associated with the Earned Income Tax Credit (EITC) 
during the remainder of the 1994 filing season. This information 
was also viewed as critical for designing new fraud control 
interventions for the 1995 filing season. Although the initial 
scope of the study was focused on identifying apparently 
fraudulent or intentionally overstated claims for EITC, it became 
evident that the results provided broader information on taxpayer 
understanding and compliance with EITC qualification 
requirements . 

It is significant that this conqpliance study was Che first 
of its kind conducted by the Service. As noted in the following 
sections, the validation of sampled EITC claims was very 
different from traditional IRS coii 5 >liance measurement programs. 
Therefore, its unique character offers valuable information on 
taxpayer com^jliance but these "first-time" results provide 
limited comparability to previous studies because of the 
difference in methodology. 

It is also iit 5 )ortant to understand that this study was never 
intended to provide an overall assessment or measurement of EITC 
compliance for the entire filing season. Because the study only 
included early filers on the electronic filing system, it cannot 
be interpreted as representative of all electronic filers or all 
paper filers claiming the EITC during the 1994 filing season. For 
this reason, the Service recognized the need to design a more 
con^)rehensive con^Jliance study for the 1995 filing season. The 
1994 study did not seek to measure or quantify "fraud" in the 
EITC, but sought to provide useful information about the types of 
errors or abuse that could be used by persons to file fraudulent 
or overstated claims with the IRS. 


II. Sample Design 

The study sample was drawn from tax returns claiming the 
EITC and filed electronically during two early weeks of the 1994 
filing season (January 14 thru January 28, 1994) , A computer 
program was written to select every 1,001st EITC return with the 
S17th return as the initial starting point for sampling in each 
of the five IRS processing centers that receive electronically 
filed returns. This systematic sampling procedure ensured that 
the number of returns sampled at each center would be 
approximately proportionate to their EITC filing volumes during 
the sampling period. In order to maintain geographic balance in 
the sample, the sampling rates were manually adjusted in some 
centers. This systematic method of sample selection was designed 
for simplicity. 

The total sample selected was 1,068. During the field 
validation phase, additional cases were dropped from the sample. 
These deleted cases included returns where the EITC schedule was 
attached but no EITC amount was claimed, returns filed from 
overseas military addresses (FPO/APO) , and returns where the 
taxpayer had died or could not be located. <l> The final sample 
count used for the analysis was 1,059. 

cl> The cases that were dropped from the sample because the IRS 
could not locate the taxpayer were limited to situations where 
the taxpayer could not be located, nor could information on the 
return be confirmed or validated from other sources . In other 
cases that were retained in the sample, the taxpayer could not be 
located but information was validated by employers, preparers 
or other family members. 
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Returns that were filed electronically in the 1994 filing 
season were subject to a variety of validity and consistency 
checks before being "accepted" by the IRS. This included 
checking all Social Security Numbers (SSNs) listed on the return 
and matching the dependent's birth date to the Social Security 
Administration record. If any SSN was invalid, the return was 
rejected and could not be included in the sample. The sample 
included returns with "SSN applied for" for a child under one 
year of age. 

As noted previously, this sample was not designed to provide 
representative data for all EITC filers during the 1994 filing 
season. However, to examine how the early electronic filers 
claiming the EITC differed from all EITC filers, data from the 
sample was compared to the Statistics of Income Sample of 1993 
filers. (Table l summarizes this information.) 

Sample period - Between January 14 and January 28, 

1994, the electronic filing system accepted 1,273,000 
tax returns claiming the EITC. The average EITC claimed was 
approximately $1,163. Head of Household (HOH) claimants 
con^rised about 78.8% of the total. Married Filing Joint 
(MFJ) filers accounted for 20% of the total and the 
remaining 1.3% were filed by Single filers with dependents. 

Filing Season - For the 1994 filing season, 15,117,000 
returns claiming EITC were filed according to the 1993 tax 
year Statistics of Income data. The average EITC claim was 
estimated to be $1,025. HOH Filers represented 63.7% of 
EITC claimants, MFJ and Single filers accounted for 32.9% 
and 3.4% respectively. 

The sampled EITC returns filed electronically during the 
last two weeks of January 1994 differed from EITC claims 
filed during the entire filing season in the following 
categories : 

-- During the filing season, 64% of EITC claimants are head of 
households, compared to 79% during the last two weeks of 
January . 

-- During the filing season, 13% of EITC filers claim Schedule 
C income. In the EITC study, only about 1% of filers 
claimed Schedule C income. 

-- During the filing season, about 15% of filers claiming the 
EITC have adjusted gross incomes below $5,000. In the EITC 
study, about 8% of the sample have adjusted gross income 
below $5, 000 . 


III. Methodology for Determining Errors 

A. The initial step in building case files from the sampled 
returns was conducted in the service centers. Transcripts 
of the taxpayers' prior filings were obtained and associated 
with the sample return. The case file was then transmitted 
(usually within 3-5 days of the filing of the return) to a 
Special Agent (criminal investigator) for contacts to verify 
the EITC claim. 

B. The Special Agent assigned the sample return was required to 
contact the taxpayer, the electronic return 
originator/transmitter, the tcix return preparer (if 
different from the electronic return originator) and, the 
employer (if W-2 wages were the source of EITC qualifying 
income) . The agent was also instructed to contact other 
third parties if needed to validate the EITC claim. These 
contacts were made face-to-face at the residence or business 
location rather than requiring the taxpayer or witness to 
appear at IRS offices. The agent was required to complete 
his/her inquiries within seven days, so that the findings 
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could be used to make necessary changes in the 1994 
questionable refund screening procedures. The agent tested 
the accuracy of qualifying earned and adjusted gross income, 
the filing status of the taixpayer and the existence and 
qualifications of qualifying children reflected on the EITC 
schedule. If the agent believed the claim was incorrect, 
he/she also made a subjective assessment of the reason for 
the error (e.g., the error was part of a fraudulent refund 
scheme, the error was made intentionally or was due to 
unintentional error/misunderstanding) . When the agent 
considered his/her inquiries complete, they telephoned an 
experienced agent who acted as the national coordinator on 
the study. This senior agent reviewed the findings to 
ensure completeness of the inquiry and consistency with the 
other inquiries being conducted across the country. If 
satisfied, the senior agent approved the return of the file 
to the originating Service Center. 

C. After the file was returned to the originating Service 
Center, it was reviewed. If the return was deemed "part of 
a scheme, " it was controlled as a fraudulent refund claim, 
and no refund was issued. If the claim needed adjustment 
(i.e., the claim was classified as having an intentional or 
unintentional error) , the return was referred to the 
Examination Division for a correspondence audit with the 
taxpayer. If the claim were viewed as correct, the refund 
was released. Copies of these files were then forwarded to 
the Cincinnati Service Center for transcription into the 
sample database . 

D. All completed sample files were transcribed into a database 
for analysis. During this initial stage, tax examiners 
reviewed all case files to determine if they agreed with the 
Special Agent's assessment. The tax examiners' assessments 
of the cases were included in the data base. Subsequently, 
tax examiners reexamined the case files to determine the 
reasons for taxpayers' errors. Based on this more 
comprehensive review of the facts reported in the case file, 
the tax examiners changed their assessments in some cases. 
The database also contains this information. 

Over the following months, data inconsistencies and errors 
were identified and corrected. The results from correspondence 
audits were added to the files as these contacts were completed. 
Also, additional comparative information was added to the 
database as it became available. For example, information 
reports (W-2s and 1099s filed with the Service) were matched to 
the sample files during the fall of 1994. Returns were also 
matched to the duplicate use SSN file to identify cases where 
other persons had also claimed the qualifying child. 

Lastly, all cases were reviewed to assign "best and final" 
codes to the case file. When con^lete information was still not 
available from the Examination Division, the tax examiner made a 
"best and final" determination on the basis of the available 
evidence. These determinations were used for the purposes of the 
study only and did not affect the taxpayer's receipt of the 
refund. 
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IV. Calculation of Error Rates 

A, Overclaims The following results represent the estimated 
number of taxpayers in the saii^le period population who claimed 
more than the correct credit. The error rates are reported as 
values and percentages of dollars. These statistics are weighted 
figures . 

OVERCLAIMS TOTAL $ CLAIMED AMOUNT OF OVERCLAIMS 

VALUES $1,480,000,000 $386,000,000 

PERCENTAGES 100% 26.1% <2> 


<2> 38,8% of the 1,273,000 returns overclaimed BITC. 


B. Underclaims The following results represent the 
estimated number of tcocpayers in the san^le period population 
that claimed less than the correct BITC. The error rates are 
reported as values and percentages of dollars. These statistics 
are weighted figures. 

UNDERCLAIMS TOTAL $ CLAIMED AMOUNT OP UNDERCLAIMS 

VALUES $1,480,000,000 $13,000,000 

PERCENTAGES 100% 0.9% <3> 


<3> 


6.1% of the 1,273,000 returns underclaimed BITC. 


V. Estimate of "Net" Overclaim Rate 

The estimates shown in Section IV, provide information on 
the amount of EITC claimed erroneously by taxpayers whose 
returns were accepted by the IRS. In some cases, the IRS would 
have detected erroneous claims by using conventional enforcement 
techniques (e.g. matching of returns to information reports) . 
These estimates also do not reflect legislative and 
administrative changes which were iirplemented in 1995 in order to 
reduce errors. Since the study was conducted, the IRS has begun 
to reject electronic returns which either do not include a 
taxpayer identification number for EITC qualifying children or 
use a social security number for a child which has already been 
used by another taxpayer. In addition, the Schedule EIC no 
longer includes the supplemental credits for health insurance. 
These provisions were repealed in the Omnibus Budget 
Reconciliation Act of 1993, partly because of concerns by the IRS 
that it could not easily verify eligibility for the supplemental 
credits prior to the payment of a refund. 

The overclaim rate Ccin be adjusted to reflect the potential 
effects of conventional IRS enforcement activities and 
legislative changes which were in effect during the 1995 filing 
season. Adjustment for these actions would have reduced the 
estimated amount of overclaims by $104.3 million (from $386.3 
million to $282.0 million), reducing the dollar overclaim rate 
from 26.1% to 19.1%. As a consequence of certain IRS enforcement 
activities and legislative changes, the dollar amount of 
overclaims would have been reduced by about 27%. <4> 


<4> In 1990, the IRS found that enforcement activities reduced 
the gross income tax gap between 23 and 26 percent for tax year 
1987. 
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Notably, this "net" estimate does not reflect the full 
extent of increased 1995 IRS enforcement activities. During the 
1995 filing season, the IRS inplemented new screening tests to 
detect questionable EITC claims. The screens were designed to 
identify returns with problem refunds which would not have been 
identified through more generalized detection methods, such as 
matching returns with information reports. In designing these 
new screening tests, the IRS has used the results of the 1994 
EITC compliance study, as well as other information, in order to 
better identify problem refunds. During the 1995 filing season, 
such refunds may be subject to delays of up to eight weeks, while 
IRS further investigates. The net estimates do not reflect the 
effects of the new screening tests. 

TABLE 1 

Comparison of Weighted Sample Characteristics 
of 1993 EITC Claimants 


Category EITC Compliance Study 1993 Statistics of Income 



Number of 
Returns 

Percent 
of Total 

Number of 
Returns 

Percent 
of Total 

Total Returns 

1,273,000 

100.0% 

15,117,000 

100.0% 

Filing Status 
Married, 

Filing Joint 

254,000 

20.0% 

4,979,000 

32.9% 

Head of 

Household 

1,003,000 

78.8% 

9, 622,000 

63.7% 

Other 

16,000 

1.3% 

517,000 

3.4% 

Adjusted Gross Income 

Less than $5,000 107,000 

8.4% 

2,281,000 

15.1% 

$5, 000-$10, 000 

319,000 

25.1% 

3,819,000 

25.3% 

$10,000-$1S,000 

453,000 

35-6% 

4,010,000 

26.5% 

$15, 000-320,000 

318,000 

25.0% 

3,500,000 

23.2% 

Greater than 

$20,000 

75,000 

5.9% 

1,507,000 

10 . 0% 

Source of Income 
Wages and 
Salaries 

1,270,000 

99.8% 

14,301,000 

94.6% 

Schedule C 

Business Income (*) 

1.2% 

1, 980,000 

13.1% 

Interest 

36,000 

2.8% 

2,713,000 

17.9% 

Unemployment 

Compensation 

79,000 

6.2% 

2,110,000 

14.0% 

EITC Supplement 
Health Insurance 
Supplement 

287,000 

22.5% 

2,953,000 

19.5% 

Young Child 
Supplement 

147,000 

11.5% 

1, 803,000 

11.9% 


(*) Estimate is not statistically reliable because of small 
sample size. 
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Chairmsin Shaw. Thank you, Ms. Richardson. 

I would like to commend you and the IRS for many of the sav- 
ings, and the compliance work that you have done in this area. It 
is a difficult area, and it is a rapidly growing expenditure of the 
Federal Government. 

I was looking at Mr. Samuels’ chart that was up there. Would 
someone please place that back up on the board? I think it is im- 
portant to point out that the growth shown on that particulair 
graph under the GDP is somewhat impressive, I would also like to 
point out that it is from 1997 to 2002, so this is something that has 
not happened. 

I think we need to look at the historical perspective of what has 
happened. If my figures are correct, I show in 1985 that the pro- 
gram was $2.16 billion, and it has grown, if we use the 1996 
project, to $25.86 billion. That is an increase of 1,100 percent. This 
makes it the fastest growing antipoverty program that we have. 

It is interesting, because if you compare it with AFDC, it is far 
larger than AFDC, which is only about $15 billion. Head Start is 
$3.5 billion, food stamps is $25 biUion, so that we can see that the 
size of the program itself is just about the size of food stamps now. 
As a matter of fact, unemployment insurance is only $27 billion, 
and housing is $21 billion. Tliis really adds up to be one of the 
huge entitlement programs that we have, and the phenomenal 
growth of the system I think requires a very close look. 

In discussion with the members up here on the panel, it is not 
our intention at this time to try to ^t this program. We consider 
this a very important part of welfare reform. I do not think that 
the majority side or the minority side has any intention of gutting 
the program, but there are some significant adjustments we should 
make. 

In the Republicam budget, it was viewed that we could save a lit- 
tle less than $3 billion. In the President’s budget, he viewed that 
we could save about $3 billion. If there is one area that I think we 
are very close on, I think it is in this particular program that the 
Republicans and the Democrats agree on. 

The Senate came up with a much larger figure, but they made 
a substantial alteration to the program that we on the House side 
have not spoken on. 

Mrs. Johnson, do you have any questions? 

Chairman JOHNSON. Thank you, Mr. Shaw. 

Mr. Samuels, there aire just a couple of things that I wanted to 
go through with you. Do you have cost estimates on the three pro- 
posals that you have made and on the additional proposal? 

Mr. Samuels. Madam Chair, the pending proposals that were in 
the President’s budget raise approximately $3 billion over 7 years. 
We do not yet have a revenue estimate for the proposal that we de- 
scribed this morning. 

Chairman Johnson. Do you have any demographic information 
about the EITC rights of single workers? We only discussed this 
yesterday, but would you for the record get back to the Committee 
on those receiving the EITC who have no children, what are the 
age groups, what percentage goes to what age group. 

Mr. Samuels. Madam Chair, our preliminary information — and 
we went back after we discussed this yesterday — is that workers 
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without qualifying children residing with them, share approxi- 
mately the same age demographics as the rest of the EITC popu- 
lation, except workers without qualifying children have to be be- 
tween 25 and 65. Obviously, there are no taxpayers under 25 who 
would receive it. As far as we can tell at this point, it is not that 
different from the rest of the EITC population, and we will be get- 
ting you more details on that. 

Chairman Johnson. Thank you. 

I would like to ask you one more question. I still have time to 
ask Commissioner Richardson a question. Later on, we are going 
to have some testimony to the effect that a credit reduces work in- 
centives, based on some pretty solid work. Has the Treasury looked 
at this issue? 

Mr. Samuels! Yes, we have and our view, as I mentioned in my 
remarks, is that we believe that, on balance, there will be a net in- 
crease in work as a result of the 1993 changes. We have looked at 
these studies, and a lot of them do not take into account those who 
were not in the work force moving into work, which is a very im- 
portant purpose of the program. You have that positive incentive 
for those who are not in the work force to move into the work force, 
and for those who are at very low income levels to increase their 
work, and we think these effects overcome the work disincentive in 
the phase out period, on balance. 

Chairman JOHNSON. Thank you. 

Commissioner, I want to commend you on the steps that you 
have taken this tax filing season to address some of the problems 
of fraud and abuse in this program. At the beginning of the season 
when we held a hearing on this issue, the administration testified 
that they thought there was $5 billion in fraud. It looks from the 
figures that you have given us today that that may have been an 
underestimate. I do commend you on your current program. 

On the other hand, I want to ask you about an article that ap- 
peared in Tax Notes in the June 5 edition, and I quote, “Both the 
1985 and 1988, TCMP, Tax Compliance Measurement Program, 
surveys indicated that nearly 40 percent of taxpayers who took the 
EITC were not entitled to it.” 

If you remember the figures that Mr. Shaw just read about how 
this program’s costs have risen, 40 percent has got to be a real con- 
cern. “This did not lead to a legislative fix, and no real compliance 
program was put into place until the 1995 filing season. Analyzing 
Treasury’s figures, the lack of quick action on the EITC problem 
could have cost $10 billion.” 

No tax gap reports were ever issued based on the data of the 
1985 and 1988 Tax Compliance Measurement Program reports. In 
fact, the last income tax gap report published by the IRS was from 
the 1982 tax compliance measurement report. How can Congress 
effectively meet its responsibilities to take legislative action to ad- 
dress areas of noncompliance, if the IRS does not bring compliance 
problems to the Congress’ attention in a more timely manner? 

Ms. Richardson. I am not familiar with the article that you are 
citing from, but I believe that we have been trying to address this 
problem and I know we spent a good bit of time last year with this 
Committee, not just this current filing season, but last season talk- 
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ing about the EITC, what we could do, what we were planning to 
do. 

One of the things that we did was try in a more scientific, if you 
will, or statistically valid way to analyze where the problems were 
and what needed to be done. In 1993, some of the problems related 
to the complexity, as Mr. Samuels testified. Congress did address 
two of the areas that had led to a lot of the complicating features, 
and I guess this is the first filing season that we are feeling the 
impact, positively, I might add, of having simplified the credit for 
a large number of people. We certainly have been trying to address 
the problems, both legislatively and with the help of this Commit- 
tee and the Congress, as well as how through our stepped-up com- 
pliance resource efforts. 

Mr. Samuels. Madam Chair, could I just add one thing? 

Chairman JOHNSON. Yes. 

Mr. Samuels. First, I want to thank you and the members of the 
Oversight Subcommittee for supporting the Treasury and the IRS 
and its enforcement efforts. As you know, the IRS began this filing 
season to match all SSNs and we needed your support to continue 
with that program, and we are very grateful for it. That is the only 
way we are going to get this compliance issue under control. 

The other thing I would just mention is that when Treasury re- 
ported on refund fraud, the estimate was $1 to $5 billion for all re- 
fund fraud, not just EITC. We have refund fraud in other areas for 
which we are very concerned, as well. The estimate was $1 to $5 
billion and it was for all refund fraud. 

Chairman JOHNSON. I wanted to mention this at this time, be- 
cause while we certainly have moved forward and the Commis- 
sioner has done an excellent job this filing season, they need to be 
far more aggressive. It is clearly there and the need to better use 
the information from our TCMPs is very great and we really cannot 
justify letting information lie for sometimes a decade before we act 
upon it. As we look at whether to allow another TCMP, which has 
some disadvantages for the taxpayers, we really have to look at 
how we get that information more readily, how it gets reported 
publicly, how we have access to it, as well as you have access to 
it. Some of those issues have not actually been very well worked 
out in the past. 

Thank you, Mr. Chaurman. 

Chairman Shaw. Mr. Matsui will inquire. 

Mr. Matsui. Thank you. 

I would like to thank both of the cochairs again for their ap- 
proach on this issue, and certainly for the hearing and the manner 
in which it is being conducted. 

I am going to be very brief. I have just three areas. In terms of 
the growth of the program, in 1985, of course, the program had 
started in 1975, and in 1985 that was before the 1986 Tax Reform 
Act. If I am not mistaken, in the 1986 Tax Reform Act that was 
sponsored by President Reagan and also Members of the House 
and Senate, we expanded significantly the EITC. In fact, we added 
about 6 million more taxpayers that were able to use the EITC. Is 
that correct, Mr. Samuels or Commissioner Richardson? 

Ms. Richardson. It was greatly expanded. I am not sure of the 
exact number. 
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Mr. Samuels. Mr. Matsui, we think it was probably around 4 
million. 

Mr. Matsui. Four million. Since that time, the 1990 bill that in- 
creased it and the 1993 bill that increased it, obviously the purpose 
was to increase it to add more people to the credit, and, second, to 
increase or decrease the threshold so more of the working poor 
would qualify. 

Let me move to the second area, because there has been a lot of 
talk about individuals who have no minor children who receive this 
credit, which was an expansion of the program. We are talking 
about, believe it or not, for that person a maximum of $314 a year. 
So, if that is a disincentive to work, I want to meet that individual. 
But that is what we are talking about, is that not right? 

Mr. Samuels. One point on that, Mr. Matsui, is that there was 
a suggestion that a single low-wage worker without qualifying chil- 
dren who was working full time for the entire year at the minimum 
wage was receiving excess EITC. In fact, that person would receive 
$40 of EITC, and it would offset $336 of income tax that that per- 
son owes. We think that when you look at it in that context, even 
at that level, that you do not have a problem. 

Mr. Matsui. In other words, at the minimum wage, we are talk- 
ing about $40? 

Mr. Samuel. For somebody working the entire year, right. 

Mr. Matsui. Now, if the maximum credit is $314, the study on 
the Tax Notes that was referred to, the TCMP — and maybe some- 
body can help me with this — there was a notion that there was up 
to 40 percent in errors. That was a 1988 study, if I am not mis- 
taken, is that correct? 

Mr. Samuels. That is correct. 

Mr. Matsui. Since 1988 when actually the expansion occurred in 
1986, in 1990 and 1993, and certainly since September 1994 there 
have been some major changes, as you suggest, plus the 12 addi- 
tional recommendations that you are making at this particular 
time, is that correct? 

Mr. Samuels. That is correct, Mr. Matsui. 

Mr. Matsui. That data is based on old information that does not 
reflect all of the steps that have been taken? 

Mr. Samuels. Right. 

Mr. Matsui. One would question the relevance of the TCMP 
study at this particular time. 

Thank you. I have no further questions. 

Chairman Shaw. Mr. Zimmer will inquire. 

Mr. Zimmer. Thank you, Mr. Chairman. 

Commissioner Richardson, in 1994, the IRS eliminated the DDI, 
direct deposit indicator, claiming that the refund anticipation loans 
that have been offered to taxpayers eligible for the EITC are a 
source of fraud and that the elimination of the DDI, direct deposit 
indicator, will reduce this fraud. 

The Treasury Department’s own Tax Refund Tax Force found, 
and I am quoting, “The issuance of the DDI should neither increase 
nor decrease the likelihood that the IRS will be the victim of ELF 
fraud,” l^at specific evidence does the IRS have that indicates 
that the refund anticipation loans are a source of fraud, and how 
specifically does the DDI facilitate fraud? 
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Ms. Richardson. I would like to ask Ted Brown, who is our re- 
fund fraud executive, a special agent with the IRS, to address that, 
because he has spent a significant amount of time on this issue, 
and particularly on the direct relation between the DDI and fraud. 

Mr. Samuels. Also, Mr. Zimmer, if I can just mention before Mr. 
Brown responds, I believe that the quote that you read from the 
Refund Fraud Task Force assumed that all information and all 
matching could take place. It was a quote in the context of a situa- 
tion that does not exist. That was my recollection of it. 

Mr. Brown. Congressman Zimmer, the issue of refund anticipa- 
tion loans was that they act as an attraction to fraudsters more 
than a direct link. They are on a track much like banks do not 
cause bank robberies, but people go there because that is where the 
money is. 

The refund anticipation allows fraud artists or fraudulent claim- 
ants to receive the proceeds of their claim within 24 to 48 hours. 
We can find no equivalent fraud claim situation where the payoff 
is that fast. It also removes the direct relationship with the IRS 
with the fraud claimant. It isolates, protects and insulates that 
claimant from coming through our system. If we identify a fraudu- 
lent claim subsequently, the perpetrator has already received the 
proceeds and in most cases has disappeared. 

The primary concern we had with refund anticipation loans is 
that it increases pressure on the system, makes the system an easy 
target and the perpetrators get their money quickly and can dis- 
appear before our own detection systems could prevent that from 
happening. That is the direct linkage that we found. 

Ms. Richardson. Also, Mr. Zimmer, it reduces any incentive for 
the lending agency to assess the creditworthiness of the borrower 
and we do not feel the government should be guaranteeing that a 
loan was going to be repaid. We think that is the job of the lender. 

Mr. Zimmer. Let me just repeat my question. I said what specific 
evidence does the IRS have that the refund anticipation loans are 
a source of fraud? Do you have evidence of this? 

Mr. Brown. We know that there are fraud schemes that we have 
identified that the use of the refund anticipation loan made attrac- 
tive. You could create false documentation, create a false return, 
take it to an electronic return originator and submit that claim. 
They were not set up to detect fraud, they transmit the return to 
us and they make a loan for the proceeds, net their own fees and 
charges. The perpetrator within 24 to 48 hours gets the proceeds 
and disappears. 

In many cases, even when we are successful in detecting the 
fraudulent return days later, that person is much more difficult to 
track down at that point £ind successfully prosecute because of that 
insulation. Yes, we have examples where that was the attraction, 
that is what made that fraud more attractive than filing a return 
directly with the service. 

The other concept in fraud control is called exposure period. If 
you can attempt to file a false claim and get paid in 24 hours or 
48 hours, that is much more attractive than if you have to wait 6 
or 8 weeks for a refund check to come to an address, and be 
present to receive your proceeds. That increases the risk. The obvi- 
ous analogy is for bank robbery. The longer you stay in the lobby. 
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the greater your chances of apprehension, and that is exposure pe- 
riod in its most simple form. 

Mr. Zimmer. Is not the risk to the lender, rather than to the 
fraudulent taxpayer or the IRS? 

Mr. Brown. Only if we detect the fraud before we made the pay- 
ment, which usually occurs on an electronic return in 8 to 10 days. 

Mr. Zimmer. This is an electronic return issue more than a re- 
fund anticipation loan issue? 

Mr. Brown. The banking industry made refund anticipation 
loans on electronic returns where we gave the direct deposit indica- 
tor acknowledgement saying that, yes, our preliminary screens in- 
dicate that there was no offset, no debtor offset and we were will- 
ing to pay the refund at that point. 

Mr Zimmer. Now, could you explain to me — and you and Com- 
missioner Richardson have alluded to this — how specifically does 
the direct deposit indicator facilitate fraud? You said something 
about guarantee of payment. That is not what it is. 

Mr. Brown. No, it is simply an electronic indication that, after 
we have received their return, it has passed the initial screens; 
that is, SSNs appear to be valid, there are no math errors on the 
return and, more importantly, that there are no debt offsets. Debt 
offsets mean either that this taxpayer does not owe a prior tax 
liability which is still open or that there is a debt that we are col- 
lecting for some other State or Federal agency, child care support 
being one of the large CTOups. 

When we give that flag within 24 hours, it says at least at this 
point it looks like we will honor your request for a direct deposit 
repayment, and at that point the banks release the payment to the 
person who has made the claim. Then in our normal processing 
over the next 8 to 10 days, if we do not identify the fraud, we then 
make the payment to the bank. In most cases they receive their 
payment before we are able to identify the problem. 

Ms. Richardson. It was virtually certain that a refund would be 
paid if a direct deposit indicator was given or there was no indica- 
tion, that there was a debt offset, so the bank would make the loan 
and then receive the refund on behalf of the taxpayer, if you will, 
and a guarantee repayment of the loan. 

Mr. Zimmer. I do not understand why that is the fault of the 
DDI. 

My time is up. Thank you. 

Chairman Shaw. Mr. McCrery is now recognized for 5 minutes. 

Mr. McCrery. Thank you, Mr. Chairman. I thank you and Mrs. 
Johnson for holding this hearing. 

I think it is clear that there is bipartisan support for this pro- 
gram. It happens to be my favorite assistance program, because it 
does reward people who work. I see it more as a means, though, 
to supplement wages and produce a living wage, so to speak, for 
low-income people in this country and a much more efficient way 
to do that than raising the minimum wage. I am very interested 
in continuing this program and seeing that it accomplishes its 
purpose. 

The one danger to this program, though, is fraud and abuse. I 
want to compliment the IRS and Treasury for the efforts that you 
have made so far in trying to prevent fraud and abuse in this pro- 
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gram. I think there is more work to be done, and occasionally this 
Committee may be called upon to provide you with more tools to 
use to accomplish that. We want certainly to work with you, I do, 
at least, want to work with you to provide you those tools. 

I have had the opportunity to meet with the Commissioner and 
go into these matters in great detail and I am satisfied that the 
IRS under Commissioner Richardson is trying to make this pro- 
gram work, and I encourage you to continue those efforts and to 
work with us on this Committee. 

Ms. Richardson. Thank you. 

Mr. McCrery. I do have some concerns about the way the pro- 
gram is structured now. I do want these two Committees to look 
at benefits for single persons, as opposed to persons with families 
with children, and I think perhaps there are some changes that can 
be made to make the program more effective in those respects. 

Mr. Samuels, did you happen to be listening to Representative 
Petri’s presentation? 

Mr. Samuels. Yes, sir. 

Mr. McCrery. If so, did you have any thoughts on that? It 
seemed a rather interesting proposal to me. 

Mr. Samuels. Mr. McCrery, my very preliminary reaction — and 
I think it was raised in a question — ^was that the proposal would 
shift EITC away from single parents with children to married cou- 
ples with children, and it seemed to us that that was not a good 
policy. That was my very preliminary reaction and we will clearly 
look at this very carefully and mve you our views on it. That is 
what we thought the result would be, just hearing it for the first 
time and looking at the schedule. 

Mr. McCrery. That is an interesting comment. I wish you would 
look at that and give us your comments in more detail, because it 
does concern me that there is a significant marriage penalty in the 
EITC the way it is done now, and we may want to address that 
without unduly taking away from single parents, because certainly 
they have as hard or a harder time making ends meet than a mar- 
ried couple. It is of some concern and I thought Representative 
Petri had an imaginative proposal that deserves some attention. 

Thank you for your efforts, and we look forward to continuing to 
work with you to make this program work. 

Chairman Shaw. Mr. Gibbons. 

Mr. Gibbons. I think we are caught in the Topsy syndrome here, 
by that I mean we have got a program that has grown like Topsy, 
and it has some problem with it and we need to straighten it out. 

I am glad, though, to hear that it is still so widely respected by 
both Democrats and Republicans as far as being a viable, good t 3 q)e 
of program, and we certeiinly need to correct it. 

The GAO recently did an audit and filed a report on compliance, 
and I just ask this question in order to put this compliance order 
in perspective with overall taxpayer compliance. As I recall, and 
correct me if I am wrong, they said that 64 percent of all of the 
returns of self-employed were erroneous. Is my recollection correct? 
Is that the correct figure, 64 percent of all self-employed returns 
were erroneous in the GAO report? I think that is right, is it not? 

Mr. Samuels. Mr. Gibbons, the GAO published a report last 
week entitled “Reducing the Tax Gap,” and they indicated that self- 
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employed tax return filers did have a compliance problem and that 
the IRS estimates that income reporting compliance for self-em- 
ployed taxpayers to be about 41 percent. 

Mr. Gibbons. I think that waves a red flag at this Committee. 
We had better pay some attention to that. I spent most of my life 
being a self-employed person and filing a self-employed return and 
I realized how difficult it was. I have a lot of self-employed friends, 
and I am sorry that the noncompliance rate is that high. 

These are generally honest, hard-working people with a good 
education, and if they have that kind of compliance rate, it sure 
sends a warning to me that there is something wrong in the system 
out there, it is not the fault of Mrs. Richardson or Mr. Samuels, 
but I guess all the fault comes back here to the Congress and we 
had better pay some attention to it. 

As I recall — somebody is going to get sick of me recalling all 
these things — I was a conferee when we created this program back 
in 1975, and it happened about 4 o’clock in the morning here in 
this room. We were all exhausted and the Chairman of the Senate 
conferees, Mr. Long, brought up his earned income credit. He had 
put it in the Senate bill over there and we all sort of agreed that 
it was a pretty good idea, and we looked at the staff and said we 
hope you all can carry it out, and they said we can and that is how 
this thing got into law. 

I did the first Oversight hearing on this, Mrs. Johnson, back 
when you were a young lady — a real young lady. Boy, I walked into 
that one, didn’t I? [Laughter.] 

Anyway, it was not a big problem then. The program was only 
a few years old and we were just looking at it in the Oversight 
Subcommittee and it really was not that bad, but it seems like the 
compliance problems have gotten greater. I have just been looking 
over these worksheet forms that we have got here. I do not want 
to blame you for them, Ms. Richardson, or even Mr. Samuels, but 
I guess I have to blame the Congress. 

You have got to be an accounting graduate to understand this 
worksheet form that we have here. You have to be a very patient 
and meticulous person to work that thing out. I think we probably 
need to go back and rethink some of the things we have done in 
this program. For instance, we really need to simplify what is in- 
come. I think we need to do that. Would you like to comment on 
maybe simplifying what is income in all of this? 

Mr. Samuels. Mr. Gibbons, I would be pleased to address that. 
Before I do, could I just mention that you referred at the beginning 
to the program growing like Topsy, and some people have said it 
is a program out of control. The program has grown as Congress 
said it was supposed to grow. The reason I say that is that when 
some people say it is out of control, they mean that it is growing 
in a way that nobody anticipated. We have the chart there to dis- 
pute these charges. 

The EITC has grown in steps pursuant to the 1986, 1990, and 
the 1993 expansions. That is as Congress decided. It is not a pro- 
gram where costs were suddenly way beyond what anyone thought 
when Congress passed it. Once the EITC is fully phased in, in 
1997, we expect growth to stabilize. We think the program is on 
track in accordance with what Congress has required. 
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Mr. Gibbons. I guess my criticism is more directed to Congress 
than it is to you because we are the ones that created this Topsy. 
It is really not as bad as some of the other programs we have 
created. 

Mr. Samuels. With respect to simplifying the definition of in- 
come, the credit is now based on one’s earned income and then is 
phased out based on the greater of earned income or adjusted gross 
income. If one was going to look at whether adjusted gross income 
was the right measurement one issue is that for example, self- 
employed taxpayers’ adjusted gross income reflects deductions for 
health insurance and some of their SECA taxes. If you move away 
from adjusted gross income, there will be some distortions between 
the wage earner who is employed and the self-employed. 

We would be pleased to consider whether there are ways of try- 
ing to simplify it, but that would be an issue that we think we 
would have to look at very carefully. 

Mr. Gibbons. Well, the red light is on and I will not transgress 
on everybody’s time but I have got a lot of questions about this pro- 
gram and I would suggest that all of us read the instructions that 
go along with this form and see if there is not some way we can 
improve it, not just you but all Members of this Committee. 

Thank you. 

Chairman Shaw. Thank you, Mr. Gibbons. 

The Chair will now recognize Mr. Camp for 5 minutes. 

Mr. Camp. Thank you, Mr. Chairman. 

Commissioner Richardson, I have a question I would like to ask 
you. I commend your efforts in the area of fraud and wish that you 
would continue to pursue it so that the viability and broad support 
this program has is not eroded. 

Right now, recipients can get advanced EITC, up to 60 percent 
of the benefit. And the Governor of Michigan has a proposal that 
would let people receive advanced EITC through State agencies so 
that people on welfare would file at the State level the same form 
they now file at the Federal level to get this advanced EITC. 

The amount would be obviously calculated based on their earn- 
ings as it is now. It would allow them to get this monthly payment 
in a separate check. The benefits of this proposal, I think, would 
give an increased incentive to people who are working and on wel- 
fare to receive this money as they are working rather than in a 
lump sum at the end of the year and help with the whole concept 
of work paying. I think this might increase the number of people 
who are on welfare to take advantage of the EITC. 

I would like to receive your comment on this. Mr. Samuels, if you 
have any comment, I would be happy to hear that eilso. 

Ms. Richardson. Mr. Camp, I am a very strong supporter of the 
advanced EITC. I think it makes good sense in a lot of ways. We 
have labored mightily, if you will, to try to promote it and expand 
it over the last couple of years. One of the disappointments — and 
we have been successful — but one of the disappointments I have is 
that we have expanded from 52,000 or almost 53,000 taxpayers 
claiming it last year to only 189,000 this year, in the same time 
period. 

It is a significant percentage increase but it is not a lot of the 
claimants. From the standpoint of our efforts to reduce fraud we 
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think it is an important feature. When I was out in Minnesota a 
few weeks ago talking with my counterpart in the State of 
Minnesota, I learned they are very anxious to do something similar 
to what the State of Michigan would like to do. 

I know we are very supportive, as is the Treasury. Mr. Samuels 
can address it, helping both Michigan and Minnesota work on 
these plans. We think it can help our compliance and help the peo- 
ple who have really earned the EITC. 

We are supportive of the advanced notion and we will do any- 
thing we can to help the States make it work in concert with their 
benefit packages. 

Mr. Camp. I appreciate that. 

Mr. Samuels. Mr. Camp, last year the administration proposed 
that there be a pilot program involving four States, and Michigan 
could be one of those pilots if the proposal was enacted. We support 
these pilot programs. We think they are very important. It will give 
us information about how the program is working, and how we can 
make it work better. In my written testimony, we state that we 
support the legislative amendments that are needed to permit 
these pilot projects to take place. In trying to make my remarks as 
brief as possible, I failed to mention our support for these pilots, 
but I want to state, for the record, that we strongly support those 
pilot programs. We think we should try to do that as quickly as 

f >ossible so that we can see how the States can assist hard-working, 
ow-income taxpayers in receiving the EITC on a monthly or peri- 
odic basis throughout the year. We think that is a very good pro- 
posal. 

Mr. Camp. Is the advanced EITC available to all those who qual- 
ify or only those who have children? 

Ms. Richardson. Only those who have children. 

Mr. Camp. All right, thank you very much. Thank you, Mr. 
Chairman. 

Chairman Shaw. Thank you, Mr. Camp. 

The Chair will now recognize Mr. Rangel. 

Mr. Rangel. Thank you, Mr. Chairman. 

Earlier this year I was extremely critical of this so-called 
Contract With America because, in my opinion, it was penalizing 
people who were poor and dependent on government. I said they 
had to go to work £md, yet, it did not seem to say where those jobs 
were to come from. 

This time, I would like to compliment the Chairs of both the 
Oversight Subcommittee as well as the Human Resource Sub- 
committee because they emphasize what most of us have been say- 
ing, that most people want to work. 

I think that this program removes the temptation of trying to 
evaluate how much you get from welfare and how much you get 
from working. TTiis is a unique type of program that encourages 
people to get into the work force and stay. It gives them an oppor- 
tunity to look for better jobs once they get on their feet. 

I do not see where it is exploding because it levels off in 1997. 
It does what we want. I do not even know how we could measure 
the cost. Chairpersons, because in a large number of cases it has 
completely eliminated the need for AFDC and other supportive 
programs. 
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I want to thank both of you and your Subcommittees for working 
with the administration toward the common goal to eliminate the 
errors and frauds that have been committed in the past and even 
more so to continue to work because still a lot of errors exist in this 
program. 

I might even suggest, if the rules permit, that maybe we could 
have a work force. Republicans and Democrats just to get in a room 
with the administration and talk this thing out to see how we can 
perfect it without a lot of hearings and when we come to hearings 
just do what has to be done. 

I do hope that in this newly created atmosphere of bipartisan- 
ship, which the President and the Speaker has started and I do not 
fully understand, that we could, keep people who want to work, 
working. I think, overall, it is good for our Nation and certainly 
good for our economy. 

I want to thank the administration for admitting that there have 
been a lot of errors and requesting legislation in order to keep 
them down and corrected. Whatever contribution I can make I 
want to be a part of it. 

Thank you. 

Chairman Shaw. Thank you, Mr. Rangel, for that most historic 
statement. [Laughter.] 

The Chair now recognizes Mr. Collins. 

Mr. Collins. Thank you, Mr. Chairman. 

Mr. Samuels, in your testimony you mentioned the fact that the 
President is addressing some of the problems with the EITC in his 
budget. Which one of those budgets? Was that the one early on 
that failed by 100 percent in the Senate or the one introduced this 
week? 

Mr. Samuels. Mr. Collins, it was in the ori^nal budget submis- 
sion and it was in the one that was made public this week. 

Mr. Collins. It was in the one that was made public? 

Mr. Samuels. Both of them. 

Mr. Collins. It was in both, well, that is good. Consistency is 
unusual, that is great. It has been said that the EITC is a reward 
for work. But I have a lot of problems with that. I think reward 
for work should be based on productivity and the pay should come 
from the employer. 

However, I see the EITC as being not so much coming from the 
employer as it is coming from fellow employees. I base that on the 
fact that if you have two people working side by side on an assem- 
bly line or some job, and they are earning equal amounts of money, 
say, $8 an hour, and the one worker has a wife and one child and 
the other worker has a wife and two children. There is quite a dif- 
ference in the two as far as the net tax liability. 

In fact, the couple with the one child or the worker with the one 
child will actually pay $368 more in tax liability and receive $319 
less in EITC for a total difference there of about $687 liability to 
the government. 

Therefore, it appears that you are taking from the one worker 
with one child and supplanting the worker with two children with 
part of the income. 

I have a problem with that. I think the reward for work, again, 
should come from productivity and then in pay from the employer. 
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With the EITC it appears that a lot of it comes from fellow employ- 
ees. 

Two, the purpose of the EITC was to rebate or to offset the Social 
Security or the FICA taxes. However, when that same worker 
reaches the age of 62 or 65, depending on the age, they are still 
eligible for the Social Security. Again, they will be subsidized by 
other employees. 

I think we have some real problems in this system and I hope 
the administration does come forth with some proposals that will 
help clarify this problem. 

I thank you for being here, and you, too, Ms. Richardson, thank 
you. 

Ms. Richardson. Thank you. 

Chairman Shaw. Thank you, Mr. Collins. 

Ms. Dunn. 

Ms. Dunn. Thank you, Mr. Chairman. 

I wanted to make one point that I would like Ms. Richardson and 
Mr. Samuels to be aware. When we wrote the portion on child sup- 
port in the welfare bill that passed the House of Representatives 
we believed that one major thing that could become a Federal 
responsibility was our assistance to States who were seeking dead- 
beat parents and seeking the funds that they owed to these chil- 
dren, believing those funds, which as I recall totaled $34 billion 
owed to children, would be a good way to get these kids off the wel- 
fare cycle. 

In doing that we decided to establish a national registry and that 
would be an access resource that could be accessed by the units 
that exist in all the States. 

I wanted to bring this to your attention because my question is, 
as long as we have employers who are submitting W-4s to the 
national registry and States have access, do you see this, Ms. Rich- 
ardson for example, as a potential source of information as you are 
checking on EITC incomes, since that tells exactly and specifically 
what these folks are making in their jobs? 

Ms. Richardson. I am not intimately familiar with the details 
of your proposal, but, yes, I think that could.be very helpful. One 
of the things that I think we have to be very aware of as we are 
asking the IRS to do these kinds of things is that we are dealing 
with very antiquated technology right now. Our ability to verify in- 
formation and do it in a timely fashion is very much dependent on 
our being able to continue to receive the funding and support for 
our tax systems modernization. 

We will not have the capacity to do some of the things that peo- 
ple would like us to do in the compliance area and in the area you 
have mentioned without having a modern information system. 

Mr. Samuels. Ms. Dunn, I think that it would be an issue that 
we would like to look at. At the end of my testimony, we mention 
areas we want to explore, and one of them is sharing data with the 
States. This registry would be the type of thing that we would 
want to carefully look at. I appreciate your bringing it to our atten- 
tion, and we will look at it very cairefully. 

Ms. Dunn. Thank you and I am glad that you have that attitude 
because I, too, want to get rid of overlap but, on the other hand, 
we want to provide any resource that would be helpful and useful 
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in finding information. This, as I understand, has also survived in 
the Senate welfare bill which has not been voted on but in con- 
ference, I suspect that we will be able to have that source as a 
resource. 

Thanks. 

Mr. PORTMAN [presiding]. I have one final question as the in- 
terim chairman here, as everyone else has gone to vote. I told 
Chairman Shaw that I could run very fast over to the vote if he 
would let me ask a question. 

First of all, I want to thank both of you for being here and for 
the very interesting testimony. Mr. Brown, I think we had the op- 
portunity to meet in Cincinnati a few months ago and I learned 
quite a bit about the efforts that you have undertaken in northern 
Kentucky and back here in Washington in terms of fraud. I tend 
to believe, in the context of Mr. Zimmer’s questions, that we are 
making a lot of progress in that area. I think you are doing the 
right things and we still want to see some results. 

Commissioner Richardson, I think you all ought to be com- 
mended for handling the fraud problems that have arisen. 

Ms. Richardson. Thank you. 

Mr. PORTMAN. My question really goes to the income issue. We 
talked earlier about dividend and interest income and I am very 
much in agreement with the administration proposal on that. I 
think others have raised that issue before, the notion that un- 
earned income ought to be part of the calculation. 

How about other forms of income? I can give you a quick list 
here. I think you are probably familiar with this issue, but Social 
Security income, Railroad Retirement benefits, pension annuity in- 
come, veterans benefits, workers’ compensation, unemployment 
compensation, alimony payments? Should not those items also be 
included in that they represent replacements for earned income? 

Mr. Samuels. Mr. Portman, I believe that some of those items, 
like alimony, are included in adjusted gross income. So, in effect, 
it is counted. 

I think there are two separate issues. One issue is that we have 
a new provision that is a modified form of the administration’s pro- 
posal. If a taxpayer has more than $2,350 of interest, dividends, 
and net rents and royalties, then that person is not entitled to the 
EITC. 

There has been some suggestions that maybe one might want to 
expand the items of income includable under the investment in- 
come cap. For example, in a bill that has been introduced in the 
Senate, distributions from trusts and estates would be added to 
that amount. When thinking about ways to make the credit better 
targeted, I would urge the Committee to think about whether you 
are going to increase complexity which increases error rates and 
whether the IRS verify these new rules. 

For example, on trusts and estates, we have calculated that there 
are about 10,000 to 20,009 EITC recipients who have income from 
trusts and estates. 

If you wanted to deny the EITC to those taxpayers, you will be, 
in effect, increasing the burden of all 21 million people who are 
claiming the EITC in figuring out how to calculate the credit. 
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Mr. PoRTMAN. I can appreciate that and if it is a very small 
number then that goes to Mr. Gibbons’ point. I would just think on 
Social Security though, we would have a number of recipients and 
that might be one we could include. 

Mr. Samuels. Right. I think Social Security is another one where 
I think when you look at the details, you will have concerns. Under 
the proposal, EITC recipients who would now be receiving non- 
taxable Social Security benefits, would be required to add them 
back into income. 'This would affect some recipients who are receiv- 
ing EITC because they have qualifying grandchildren living with 
them. 

The question is whether you want to treat that Social Security 
recipient somewhat differently by taxing their benefits because one 
or both of the grandparents is working and caring for their grand- 
child, but not taxing the benefits of the neighbor next door who is 
not caring for a grandchild. 

The other situation may be a married couple, where one spouse 
is working and the other is receiving disability from Social Security 
because an accident or some kind of illness. With Social Security, 
you have to just decide whether these are the types of situations 
where you would like to cut back on the EITC. I think it is some- 
thing we would be pleased to discuss with the Committee, but 
those are the considerations. 

Mr. PORTMAN. Madam Commissioner, if you would be so kind as 
to put any answer in writing because I have to make the sprint 
across the avenue? 

Ms. Richardson. OK. 

Mr. PoRTMAN. If you will be willing to stay for additional ques- 
tions, I think on the other side of the aisle we have some questions. 

Ms. Richardson. I just have two simple pleas on that point, 
something that is easily verifiable and something that is simple. 
That really makes our job much easier. Thank you, very much. 

Mr. PORTMAN. Thank you all and we will recess for 4 or 5 min- 
utes. 

Thank you. 

[Recess.] 

Chairman JOHNSON [presiding]. We will resume the hearing. In 
view of the other panelists that we have ahead of us, we can begin 
the heeuing. Before I recognize my colleague from Michigan, I 
would like to ask the peinelists each for some information. 

Mr. Samuels, would you please get back to us — I want to make 
this as a formal request on behalf of the Committee — with an 
analysis of Mr. Petri’s proposal? As I listened to his testimony I 
shared your concern but I believe that later on in his testimony, 
he did answer that issue of the possible shift away from support 
for singles. 

Knowing him, as I do, and knowing the depth of work he has 
done on this issue over about the last 12 or 15 years, I think it is 
important that this Committee take seriously his testimony. He is 
the only Member who has ever gone into this in great detail and 
he knows a lot about it and he is extremely smart and I think we 
all need to look at his proposal. If there is some way we can allevi- 
ate the marriage penalty we certainly have an obligation to do so. 

I would look forward to hearing from you on that. 
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Mr. Samuels. We will be pleased to do that. 

Chairman Johnson. And Commissioner Richardson, this goes to 
Mr. Gibbons’ comments earlier and his frustration with the amount 
we do and do not know about the effectiveness of our Tax Code. 

The last time this Committee received any tax cap reports was 
in 1982. I would like to formally ask you and the IRS to provide 
us with tax gap reports from the 1988 TCMP and those would in- 
clude the employment tax gap reports, the individual income tax 
gap report, and the corporate income tax gap report. 

[The aforementioned report is being held in the Committee files.] 

Thank you. 

I will now recognize Mr. Levin. 

Mr. Levin. Thank you, very much, Mrs. Johnson. 

Like my other colleagues, I very much welcome the spirit within 
which this hearing is being held. Let me just mention to you — our 
numbers have dwindled here — ^but I think the issue remains very 
important. 

My concern is what is going to happen in the budget conference? 
Because there is a major gap between where the House is and 
where the Senate is on the EITC. 

Chairman Johnson. Well, I think the budget conference will 
come up with its proposal, but each Committee will have its target 
and how we achieve those targets is going to be up to us. 

Line item in the budget resolution does not actually govern ap- 
propriations decisions nor do they actually govern tax decisions. 
Our job is to assure a workable fraud-free EITC and make any 
other reforms we think are appropriate. I do not consider our work 
governed, at this point, by the budget conference. 

Mr. Levin. I am glad to hear you say that though, at some point, 
the budget resolution can carry instructions that would be so strin- 
gent a budget target for this Committee that it might tend to move 
us in a direction that is different from the spirit here. 

Look, I think the fraud and abuse problems have to be grappled 
with and to the credit of this administration it is doing that. 

Let me just ask, so that we all are clear on this, the Senate num- 
ber would have what implications, Mr. Samuels, beyond fraud and 
abuse? I take it that there you cannot get $20 billion from doing 
what we need to do on fraud and abuse, is that right? 

Mr. Samuels. That is correct, Mr. Levin. The Senate budget res- 
olution assumes enactment of the administration’s compliance pro- 
posal. 'That is the proposal to deny the EITC to undocumented 
workers and to allow the IRS to use the simplified procedures for 
dealing with taxpayers who do not provide correct Social Security 
numbers. 

That proposal is their only compliance initiative. The balance is 
a cutback in the program. As the board up there shows, an EITC 
taxpayer with two or more children, on average, would have a tax 
increase of $305 in 1996, and that number does not include the 
compliance amount. That is everything other than the compliance 
amount. Obviously for low-income workers who are receiving the 
EITC that is a significant amount. 

Mr. Levin. Right. I just raised this because I really think that 
this discussion here, and it has been a useful one, will hopefully 
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have some impact on the conference committee. Otherwise, those 
who have spoken here in support of EITC could be put into a posi- 
tion where it would be very difficult to carry out, the gist of this 
hearing. 

Chairman JOHNSON. I think as the Congress looks at every ap- 
propriated program, we will also look at every tax expenditure pro- 
gram and look at what is in the public’s interest as we seek to es- 
tablish a spending pattern that will lead to balance by the year 
2002. I cannot guarantee to anyone here, that as we look at the rel- 
ative value of every program that we will not look at the relative 
value of the EITC Program. But, I consider that a different issue 
than making the law state of the art and the best law that we can 
make it. 

I also think it is very clear from this hearing and from the his- 
tory of this program that there is very deep bipartisan support for 
this particular program. 

Mr. Levin. We are all together on effectively weeding out the 
fraud and the abuse. If I had time I wanted to ask our two distin- 
guished witnesses to comment on the incentive. Later there will be 
testimony on whether or not the EITC is an incentive or a disincen- 
tive. 

Do you want to comment briefly on that? 

Mr. Samuels. Yes, Mr. Levin, we believe that the EITC is, on 
balance, a net incentive. 

Mr. I^vin. But the ar^ment in some of the testimony is that 
especially in the higher income, in the ranges as you move up of 
those covered by the EITC it becomes a disincentive. 

Mr. Samuels. Families in the phaseout range tend to be people 
who are much more attached to the work force. We would not ex- 
pect them to respond by cutting back on their work, except, in the 
situation where both spouses are working, and one might decide to 
reduce their work hours to stay home and take care of the children 
because of the EITC. We do not think that is a bad outcome. 

Obviously, there is a work disincentive any time you have a 
phaseout but we think the group that is subject to the EITC phase- 
out is more attached to the work force. For those who might reduce 
their work hours, the choice may be to stay at home and take care 
of children. 

Mr. Levin. Thank you. Madam Chairman. 

Chairman Johnson. Mr. Herger? 

Mr. Herger. Thank you very much. Madam Chair. I want to 
commend both of you at the Treasury and the IRS for taking some 
much needed steps to eliminate the fraud and abuse in the EITC 
program. Even with the changes, the EITC still adds a layer of 
complexity to our current system. 

Mr. Samuels, I might ask of you, in your opinion, is there any 
way that we could perhaps juggle the income tax or FICA tax rate 
brackets like perhaps setting a floor on FICA tax, while providing 
the same relief to the same families, and at the same time reduce 
this complexity of the Tax Code with the EITC the way it is cur- 
rently set up? 

Mr. Samuels. Mr. Merger, we have looked at those suggestions. 
Let me just say as you Imow we are really committed to thinking 
of all possible ways to make the program as efficient as possible. 
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My reaction so far to what I have heard of these proposals is that 
the promise of simplicity and reduction in error rate is a mirage. 
We would be here talking about exactly the same issues; how to 
target the FICA floor to the right population? 

If you are trying to administer this through a payroll tax system, 
how are employers going to decide which employee is supposed to 
be able to get the benefit? You have employees who have multiple 
jobs. You have couples. Employers will have to figure out who is 
supposed to get the appropriate benefit, because you are not going 
to give the FICA floor to everybody. You have to target it. 

I think that you would find, at the end of the day, that we really 
would not have made any progress in either simplification or 
targeting. And, in addition, it means that you would require em- 
ployees to go to their employers and explain to them that they are 
entitled to this benefit, and many employees do not want to have 
that conversation. 

As Commissioner Richardson mentioned, we have been working 
hard on outreach programs to encourage the advanced payment. 
While we have seen some success, overall as a percentage of the 
total, it is still a small fraction of the total number of EITC recipi- 
ents. We keep asking ourselves why we cannot we do better in get- 
ting recipients to claim the advanced payment, because we think 
that would be a good way of delivering the EITC. 

One conclusion is that employees do not like to go to their em- 
ployers and explain to them that they are entitled to this program. 
Given the relationship between the employer and employee, I think 
that there is some question about whether employees would choose 
to describe what their circumstances are to their employers. In ad- 
dition, I think sometimes there is a question of whether the em- 
ployer might say, “Well, now, I know you are getting this benefit, 
so, I am not going to give you that raise.” Finally, we have had 
very serious problems with the targeted jobs tax credit which is 
also a credit for employers. These are different programs, I am just 
giving you a very broad view. Our experience with the targeted jobs 
tax credit was very unhappy, and we have said we would not sup- 
port its extension unless it has some serious changes made to it. 

When we have looked through these proposals, we think that you 
wind up with a different set of problems in some sense, but these 
problems are going to be as serious or more serious than what we 
currently have. We now have a program that a lot of people under- 
stand, and where we feel we are making progress on the error rate 
issue with the steps that the IRS has taken. That is very important 
to the proposals we have made and Congress has passed. We have 
proposals here, before you, which we think will make a significant 
difference. 

We think we are on track and we need your support to continue 
that and we appreciate your support so far this year on trying to 
get a handle on this issue. 

Mr. Herger. Thank you, Mr. Samuels. 

Chairman SHAW. Mrs. Kennelly. 

Mrs. Kennelly. Thank you, Mr. Chairman. 

Mr. Chairman, I would like unanimous consent to place an open- 
ing statement in the record. 
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Chairman Shaw. Without objection. Any Member who has an 
opening statement, it will be made a part of the record. 

[The opening statement and attachments follow:] 
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OPENING STATEMENT OF BARBARA B. KENNELLY 


Eire Hearing 


"The best anti-poverty, the best pro-family, the best job creation 
measure to come out of the Congress. " These are the words of President 
Ronald Reagan. 

As an advocate for the EITC, I agreed with President Reagan, and 
worked with him on the 1986 indexing expansion changes. I worked with 
President Bush on the largest-ever expansion in 1990. I worked with 
President Ch'nton on the 1993 simplification and expansion. Historically 
this is a program that has enjoyed strong bipartisan support. 

I am pleased that we are having this hearing today to examine problems 
with the EITC. Let there be no mistake— where errors are made, they must 
be corrected and where even one dollar of fraud exists, it must be found, 
stopped and those responsible prosecuted. 

I would hope that on a bipartisan basis we can focus on finding 
solutions to the real problems in the EITC. I would hope that we can 
distinguish an honest taxpayer mistake from criminal fraud, correct the 
former and punish the latter without taking benefits away from innocent hard- 
working Eire families. And perhaps, I would hope that we can 
acknowledge the multitude of things the Internal Revenue Service has done to 
stop fraud and find errors as well as recall the many changes the Congress 
has made in this program in the past 2 years that should address error and 
fraud. In this area, I would like to include for the record 12 steps the 
Administration has taken to reduce error rates. 

And once we have a real picture of what the problem is and the 
changes that are in place to address the problem, I would hope on a 
bipartisan basis, we can take the additional steps necessary to eliminate 
fraud and minimize errors in the program. 

In 1993 some 84,856 families in Coimecticut received the EITC. We 
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have tremendous income disparity in Connecticut. For instance, in 1995 
45 % of all Connecticut families with one child that file as head of household 
will generally qualify for the EITC while a mere 9.9% of Connecticut 
families with one child that file married filing Jointly will qualify. 

Similarly, in 1995 48% of all Connecticut families with two or more 
children that file as head of household will generally qualify for the EITC 
while just 10.8% of Connecticut families with two or more children that file 
married filing jointly will qualify. 

The Eire is particularly critical for these families headed by one 
parent— often a divorced parent with children or a young mother struggling to 
get off welfare. It is on their behalf that I am very concerned about 
proposals in the Senate-passed Budget Resolution that would increase their 
taxes. CT families with one child would have their taxes increased by $1,436 
over 7 years by the Senate Budget Resolution. CT families with two or more 
children would have their taxes increased by $1,778 over 7 years by the 
Senate Budget Resolution. 

What I find particularly troubling is that 90% of the reduction in the 
EITC in the Senate Budget Resolution has nothing to do with reducing errors, 
eliminating fraud or ensuring that those not entitled to the credit do not 
receive it. This Member is willing to do whatever is necessary to reduce 
errors, eliminate fraud and ensure that those not entitled to the EITC do not 
receive it. But this Member has NO interest in increasing taxes on struggling 
families in Connecticut. 

I am also greatly troubled by the suggestion that we count child support 
payments as income for EITC purposes. This simply makes no sense and 
would represent a major step backward in child support enforcement. Such a 
change would add unbelievable complication to the EITC— complication that 
only leads to additional errors. The one thing this program doesn’t need is 
more errors! 

Further, the IRS has no data on child support payments, therefore, it 
would be impossible for the Service to verify this information. I am 
particularly troubled that non-custodial parents are already taxed on child 
support payments. To count child support payments as income for EITC 
purposes would amount to double taxation. I do NOT support taxing child 
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support payments! 

Such a change could also actually lessen child support payments 
whereby divorced payments who find Aemselves in danger of losing the 
EITC could negotiate to maximize the ETTC and minimize child support 
payments. 

Inclusion of Social Security in income for ETTC purposes raises equally 
troubling questions and should be rejected. 

Finally, the House-passed version of welfare reform would eliminate 
the restriction on how States treat the ETTC for AFDC recipients. Under the 
House-passed bill, States could elect to count all or part of the EITC as 
income available to an AFDC family and reduce AFDC benefits accordingly. 
Lump-sum EITC refunds, which 99% of EITC families receive, could be 
treated by States as an asset immediately available to an AFDC family, 
thereby disqualifying them from AFDC. Surely ETTC is supposed to be an 
incentive to work, a helping hand in making the transition from welfare to 
work. I would hope that within the context of EITC reform we can revisit 
this issue. 

Thank you. 
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Uruguay Round Agreement Act of 1994 
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The IRS is working with the Justice Department to prosecute preparers and 
EROs who take advantage of the EITC to defraud the Federal government. 
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Additional Proposals To Reduce Errors Still Pending 

The Administration submitted additional proposals as part of the President’s FY 1996 
budget which are still pending final legislative action. 
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Mrs. Kennelly. Mr. Seimuels and Ms. Richardson, thank you for 
coming this morning, but also thank you for your work in making 
the EITC work. It is a good program and I know if it had not been 
for your efforts in the last year or so we would not be where we 
are today. 

Before I ask a question, I would just like to make two points. 
One, I think we have to be awfully careful not to interchange the 
word, error and fraud and then come up with a percentage of 
abuse. Fraud is against the law and it should be prosecuted, but 
a lot of people make errors, as you know, on the IRS forms. I thank 
the Chairman for his remarks this morning and for support of the 
program. 

I think we have to remember that in the Senate, that 90 percent 
of the dollars that they are looking to take from the EITC are not 
in fraud or error related, it is liter^ly to withdraw money from the 
program, I thank the Chairman for appreciating that. 

Mr. Samuels, back to the Senate, they have suggested that we 
include child support enforcement and Social Security when figur- 
ing out the EITC and I wonder how you feel about that? 

Mr. Samuels. Well, on the child support, we have a concern 
about that proposal. We should be encouraging a taxpayer who is 
responsible for taking care of children to get the child support that 
he or she, generally she, is entitled to. 

If you add child support to income, you are going against that 
policy. For that reason, there has been a very long tradition of ex- 
cluding child support from taxable income. 

The second problem with child support is that the IRS does not 
have any way to verify whether somebody is getting child support. 
By adding child support to income, you then set up a situation 
where we are inevitably going to have errors because one, people 
have never been required to include it in income; and two, we have 
no way of checking. 

I think it would be setting up a situation which would increase 
the complexity of the calculation for millions of working Americans 
and, at the same time, cause a potential for errors. We have signifi- 
cant reservations about that proposal. 

With respect to including Social Security payments, I think when 
you were out voting we discussed that proposal. I said the consider- 
ations to take into effect are that you have kind of two situations. 
First, a person who is receiving Social Security working and taking 
care of maybe a grandchild would all of a sudden be treated dif- 
ferently than their neighbor who is getting Social Security and is 
not taxed on their Social Security because they do not work or care 
for their grandchild. 

Then you would have a situation where one spouse is working 
and the other spouse is on disability. I do not think anyone antici- 
pated that the disability insurance program might result in a loss 
of tax credits. 

Those are some of the considerations on Social Security that we 
think you ought to evaluate. Again, we do not receive reports on 
Social Security from the Social Security Administration (e.g., 
1099s) so that we can check, so it would also raise a compliance 
issue. 

Mrs. Kennelly. Ms. Richardson. 
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Ms. Richardson. Congressman Kennelly, my two principles 
would be that whatever changes are made we need to keep them 
simple and easily verifiable. Those are the two things that are the 
most important to us as an administrator in making the program 
work. We hope any changes that are considered can be easily veri- 
fied and will not do anything to add to the complexity for the 
taxpayers. 

Mrs. Kennelly. Thank you. Quickly, Mr. Samuels, can you just 
comment on one of the suggestions in the Joint Tax Committee Re- 
port that the EITC be replaced by an employee FICA credit. Have 
you heard of that one? 

Mr. Samuels. Yes. Mr. Merger asked me about that and I said 
that 1 thought it would be a mirage. When you actually look at 
these proposals, we will be back bere talking about the same prob- 
lems — ^targeting, compliance, how do you know whether the person 
is entitled to it — so we do not think these proposals are an 
improvement. 

Mrs. Kennelly. You t hink that is a nonstarter? 

Mr. Samuels. Yes. 

Mrs. Kennelly. Thank you, sir. 

Thank you, Mr. Chairman. 

Chairman Shaw. I would like to follow up for just a moment on 
some of the questioning that you had with regard to income that 
is excluded. You spoke of child care being excluded in the computa- 
tion. Is alimony 

Mr. Samuels. Alimony is included in income. It is deductible by 
the 

Chairman SHAW. It is; so, is there any taxable income that is not 
included in the computation of the EITC? 

Mr. Samuels. Taxable scholarships and fellowships are not in- 
cluded for earned income purposes but they are included for the ad- 
justed gross income purposes. I think basically all the items 

Chairman Shaw. You work off of the adjusted gross income? 

Mr. Samuels. Yes, sir. 

By the way if I might just follow up on one thing in my response 
to Mrs. Kennelly on the Social Security, I am told that we do get 
1099s for Social Security benefits in order to determine whether 
someone is subject to tax on benefits. I would like to correct my re- 
marks on that point. 

Chairman Shaw. Mr. Gibbons. 

Mr. Gibbons. Thank you, Mr. Chairman. 

Let me ask you, Ms. Richardson, just what capacity does the IRS 
have? Can your machine read taxpayer return information to in- 
clude the Social Security number? Can your machine read that or 
do you have to hand-read it? 

Ms. Richardson. Congressman Gibbons, today we are doing 
some scanning of tax returns. I believe we are doing some of the 
1040 EZs. But by and large we are still locked into a system where 
if people file on paper, we keypunch in the data from the face of 
the return. For returns filed electronically the data is completely 
captured electronically and we do not have to transcribe the 
information. 
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Mr. Gibbons. Now, once you get that data which most of it must 
be hand-punched in, I guess, can your computers identify correct 
or incorrect SSNs for a person? 

Ms. Richardson. We have been able to do that this year. We 
have, as part of our fraud detection efforts, stepped up our ability 
to match SSNs, to check for duplicate numbers, and to assure that 
the names and the numbers match with what is on the Social Secu- 
rity records. 

Mr. Gibbons. You have only been able to do that this year? 

Ms. Richardson. We have done it this year. 

Mr. Gibbons. All the years prior to that you really could not do 
it, is that right? 

Ms. Richardson. I think that is correct and then we made a con- 
certed effort as part of our antifraud efforts to transcribe all the 
numbers and assure that not only the taxpayer and the taxpayer’s 
spouse, but dependents were also transcribed and matched. 

Mr. Gibbons. Can your computers tell you whether taxpayer A 
and taxpayer Z are perhaps claiming the same child dependent? 

Ms. Richardson. We can do that this year. One of the reasons 
we slowed the refund process down was so that we could do a du- 
plicate Social Security number check. 

Mr. Samuels. Mr. Gibbons, if I could just add, because the IRS 
has that capability and they have been engaging in this matching 
this year, that is a reason why we strongly urge the Committee to 
consider our proposal to simplify dealing with taxpayers who do not 
provide correct Social Security numbers. The IRS does not have to 
go through complicated methods of denying EITC if someone does 
not provide a correct Social Security number. 

We think that is a very important proposal and would greatly as- 
sist us in our compliance efforts. 

Mr. Gibbons. I can see that the invention of false children and 
false dependents could be a real problem unless you have some way 
of identifying them other than off of some given name. 

About the Social Security system, I guess it is the only way we 
have got of doing that, the Socisd Security number. 

Mr. Samuels. As you may recall, Mr. Gibbons, in the GATT, 
General Agreement on Tarriffs and Trade, le^slation we have re- 
quired that a Social Security number be obtained for all children, 
regardless of age. We are phasing that provision in. 

Prior to the GATT change you were not required to have a Social 
Security number for a child under the age of one, and now we are 
requiring it for all children, on a phased-in basis, so that we will 
have a complete file to match. 

Mr. Gibbons. You will not have those any time real soon. When 
will all that be effective? 

Ms. Richardson. 1997, in the next 2 years. 

Mr. Gibbons. 1997? 

Mr. Samuels. Yes. 

Mr. Gibbons. You mean for 

Mr. Samuels. Right now it is all children the age of one or older. 
Now we are phasing it in for children under the age of one. We 
wanted to m^e sure that the Social Security Administration had 
the ability to provide the numbers because we didn’t want to have 
a requirement that people could not meet. Based on our discussions 
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with the Social Security Administration we developed a phase-in 
schedule based on how old the child is. For tax year 1995, it is for 
any child 2 months or older, and then it is 1 month or older next 
year. 

We phased it in to make sure that people could, in fact, get the 
numbers and that was one of our proposals that was in the 
Uruguay round legislation, which we think is quite important to 
our compliance effort. 

Mr. Gibbons. Yes, I recall that. 

Now, let me see if I am correct. In calendar year 1997, you will 
have a complete web, is that right? 

Ms. Richardson. In order to claim a child as a dependent or to 
claim a qualifying child for the EITC, that child will have to have 
a Social Security number no matter what age. 

Mr. Gibbons. You will be able to tell by that time whether one 
or more, two or more families are claiming that same child, is that 
right? 

Ms. Richardson. That is correct. We are actually able this year 
to verify duplicate numbers. I believe that if a child under one did 
not have a Social Security number we required additional verifica- 
tion that the child was, indeed, who the taxpayer claimed before we 
allowed the credits to go forward. 

Mr. Gibbons. It will not have eliminated that potential loophole 
until 1997, is that correct? 

Mr. Samuels. Excuse me, what I understand, Mr. Gibbons, is 
that the legislation will be effective in tax year 1997, for all people. 
It is really in the filing season for 1997 returns we will have it. 

With respect to periods before then, the IRS, as I understand the 
Commissioner’s comments just now, is taking special measures for 
those returns where there are children under the age of one with- 
out a Social Security number. They are asking for additional infor- 
mation to fill the gap between now and the time we can do it all 
with the computers. 

Ms. Richardson. That is correct, Mr. Gibbons. I would say that 
that problem has been addressed this year. Although the require- 
ment to have the numbers is not there until, or fully phased in 
until 1997, we are verif 3 dng before claims are allowed, that, indeed, 
the child belongs to the person, or it is a qualifying child or prop- 
erly claimed as a dependent. 

Mr. Gibbons. Well, the reason why I try to get such detailed in- 
formation on this is that it has long seemed to me and by informa- 
tion that I have picked up on the street as you wander around, that 
there always has been quite a game whei-e dependency was a test 
of what you either owed or you got as a benefit. 

There is a little faking in that area. I was trying to put it gently. 
They have been borrowing kids around and borrowing — I do not 
want to claim it as fraud, but it certainly is fraud, I guess. 

Ms. Richardson. Well, one of the, perhaps salutary effects of 
what we have done this year is that we have 800,000 fewer de- 
pendents who were claimed this year over the same period last 
year. 

Mr. Samuels. That is a very important point that shows the re- 
sults of what the Commissioner has been doing. This year we have 
seen a decrease in the number of dependents and we have actually 
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seen a decrease in the number of returns filed by taxpayers with 
children which we did not expect. It is less than last year so it is 
less in absolute terms 

Mr. Gibbons. Are you telling me that the Clinton administration 
has reduced our roles of dependency by 800,000? 

Ms. Richardson. We have 1 million more returns that have been 
filed this year, at the same time, over last year. We have 800,000 
fewer dependents who have been claimed this year on all returns, 
and then for EITC purposes the number of returns claimed that 
had people with qualifying children is down by about 257,000. 

Yes, we feel that the steps we took this year, particularly those 
involving verification of SSNs, have been effective. 

Mr. Gibbons. Well, I realize we have not killed any children or 
anything like that. 

Ms. Richardson. We are not aware that there was any major ill- 
ness, so we believe it has been attributable to our fraud efforts. 

Mr. Gibbons. Well, that is good. 

Chairman Shaw. What I would like to add here is just a brief 
question along that same line. Why do we not just go ahead and 
require the Social Security number to be issued with the birth cer- 
tificate? Everybody is going to need one, whether it be for a poverty 
program or later becoming a taxpayer. Why not just go ahead and 
give each child a Social Security number simultaneously with a 
birth certificate? 

Mr. Samuels. Mr. Chairman, as I understand it, that will be the 
effect. 

Chairman Shaw. Is that 1997? 

Mr. Samuels. That is correct, that is 1997. 

Chairman Shaw. Is that what is actually required in 1997, is 
that the Social Security number is 

Mr. Samuels. Yes, and so that will show up when we do 

Chairman Shaw. Why do we phase that in, why do we not just 
go ahead and do it? 

Mr. Samuels. I think that we wanted to make sure that we were 
not putting parents of newborns in the position that all of a sudden 
they would be asked to do something, and the, States who admin- 
ister the registration of births could not deliver. There was just a 
great concern that no one wanted to put a requirement on people 
who would then bitterly complain because States had not worked 
out a way of actually producing the Social Security number. 

As we were talking about this last year, among the staff, we 
would have somebody say, “Well, yes, my wife just had a child and 
we are still waiting for the number.” Tfiat was the reason it was 
phased in. 

So, we think 

Chairman Shaw. Are we getting into a problem with an un- 
funded mandate, though? 

Mr. Samuels. No, I do not think so. I think that we just really 
needed people to adjust their systems and make sure the Social Se- 
curity Administration can provide the information that the States 
need. The States are registering births anyway. It was just a mat- 
ter of getting the systems, I think 

Chairman Shaw. Yes, they could probably use that as a filing 
number themselves. 
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Mr. English, do you have any questions? 

Mr. English. Thank you, Mr. Chairman. 

Just briefly. I would like to thank the panelists for joining us 
today to participate. What we are doing today, I think is very im- 
portant. Because the reevaluation of the design of the EITC is ex- 
tremely timely right now. I think this program, this tax provision 
is very important for the working poor. It has enjoyed bipartisan 
support in the past. 

It has a very important role in our discussions on other areas of 
public policy, such as welfare reform and changing the minimum 
wage. 

I think there are a number of issues here which you have already 
covered, including the inaccuracy — and I hesitate to use the word, 
fraud, but that is obviously a significant part of it — the inaccuracy 
of many forms that are filed — the marriage penalty which I think 
is a very significant issue and the question which Mr. Samuels has 
raised, ably here, on simplification. 

I have a couple of questions. First of all, Mr. Samuels, has the 
Treasury looked at the marginal tax rates of people who are leav- 
ing poverty, who are leaving the welfare system to become working 
poor and take a low-paying job? 

Can you give us any data on the marginal tax rates that they 
face? 

Mr. Samuels. Mr. English, we have looked at that and we can 
provide you with some specific information. I would say that in 
evaluating the marginal tax rates there are two issues. As you 
move into a job, you would be giving up significant benefits if you 
were receiving assistance. A purpose of the EITC is to offset the 
marginal rates which are caused by moving off of welfare to work. 
Also, for example, once you start to work, your first dollar is sub- 
ject to FICA tax. 

When you are thinking about what you are giving up and what 
you are moving to, you have to worry about the first dollar being 
subject to the FICA tax. And then, at a certain point, you are sub- 
ject to income tax. 

A worker without qualifying children, for example, becomes sub- 
ject to income tax below the poverty line. There are significant 
marginal rate problems for these low-income workers that are a 
concern. The EITC is supposed to help people by increasing their 
net wage and offsetting these marginal tax rate problems. It is the 
only program we have like that. 

Mr. English. I would welcome your specific information. Mr. 
Steuerle, who I believe is here to testify today from the Urban In- 
stitute, previously indicated that the marginal tax rate can be in 
the range of 85 percent or perhaps even higher under certain 
circumstances. 

Was that the finding of Treasury? 

Mr. Samuels. Well, let me just give you some numbers here. The 
food stamp phaseout rate is 24 percent. The AFDC phaseout rate 
is 66 percent during the first 4 months of employment and 100 per- 
cent thereafter. When you start adding these together you have 
very high margin tax rates. 
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Mr. English. Your finding has been that the EITC plays a sig- 
nificant role in lowering that marginal tax rate and maMng it easi- 
er to move from welfare to work. 

Mr. Samuels. Yes, we do. 

Mr. English. I noted in your testimony that you are opposed to 
lowering the investment income cap as proposed in the Senate bill 
on the grounds that it might discourage savings and might contrib- 
ute to error. 

Can you give us any h 3 rpotheticals on why you see that as a sig- 
nificant problem? 

Mr. Samuels. Mr. English, when we proposed an investment in- 
come limit we picked $2,500, which was reduced in H.R. 831 to 
$2,350. We tried to pick a number that we thought would improve 
targeting, but also not discourage a low-income family from saving 
for a first house or for medical emergencies, or for education for 
their children. As you know, we have a very serious problem of sav- 
ings in this country. The Committee has had significant hearings 
on this. We are also very concerned about it. 

What troubles us is that if you lower this cap down to $1,000, 
you could hurt people who are trying hard to build a little nest egg. 
The cap, is also a cliff. If you have $1,001 you lose all of your EITC. 
When we designed the $2,500 proposal, we pointed out that there 
is a cliff, and we do not like cliffs as a policy matter. 

We were trying, as Commissioner Richardson said earlier, to 
have something that was simple, easy to understand and was not 
going to create more complexity that would, in turn, lead to errors. 

With a $2,500 cap, we tilted to no phaseout and a cliff. You can 
see the dramatic result for somebody if they had $1,001 of interest 
from a savings account, some savings bonds, and they lose all their 
EITC. It is especially difficult for a population that probably does 
not keep that close a track on fluctuations in their investment in- 
come. 

Mr. English. Sure. And those points are well taken. Thank you, 
Mr. Secretary, thank you. Commissioner, and thank you, Mr. 
Chairman. 

Ms. Richardson. Thank you. 

Chairman Shaw. Thank you, Mr. English. 

That does conclude the questioning. 

Yes, Mr. Gibbons. 

Mr. Gibbons. I do not mean to be monopolizing this question 
thing here. 

Chairman Shaw. You go right ahead and then I will ask another 
one, too. 

Mr. Gibbons. I am wondering if you could explain to me why we 
have put certain things in certain categories as far as what is 
income? 

For instance, I am looking at — on page 8 of the form that you all 
have for this, and you have got a chart, on page 304, that shows 
what is income and what is not income for the EITC. 

I have sat through these things for a long time and I have forgot- 
ten some of the reasons we use to get to where we are. Maybe you 
can refresh my recollection. 

It seems to me that food stamps are just as much income as cash 
is. Why did we not classify food stamps as income? 
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Mr. Samuels. Well, Mr. Gibbons, I think that the answer, at 
least in my mind, is clear. The level of food stamps was set, with 
the notion that it was not taxable income. If you wanted to tax it, 
then you ought to take that into account when setting food stamp 
benefit levels. 

That program was established without the notion that that 
amount is income. In addition, you have a phaseout of food stamps. 
You have in effect a marginal tax rate for food stamps. As I recall, 
it is 24 percent. As your earned income goes up, you lose 24 cents 
on the dollar. 

We, in effect, are taxing, through the phaseout, the food stamp 
amounts already. It seems to me it would be inappropriate, in ef- 
fect, to hit it twice. 

I think that that was the reason why food stamps were not in- 
cluded. Apart from the fact that then we would have to figure out 
how much they were, who they were given to, and Commissioner 
Richardson would have a very difficult time in trying to determine, 
if one theoretically wanted to tiy to include food stamps, who, in 
fact 

Mr. Gibbons. Well, I realize technically it would be a tough prob- 
lem, particularly since you are just learning how to check SSNs. It 
seems like to me that I can go down here to Safeway in Southwest 
Washington, there are a lot of food stamps used there. I go through 
the line with them and their food stamps are just as much money 
as my dollar bills are money. 

So their food stamps are not taken into consideration at all in 
family income for the EITC? 

Mr. Samuels. No, sir. As I was saying, if you wanted to do that, 
you would have to take account of one, that they are, in effect, sub- 
ject to a tax because they are phased out. You lose 24 cents on the 
dollar. 

Mr. Gibbons. I realize that. 

Mr. Samuels. But, two, if you wanted to do that, you would have 
to say to yourself, well, should I increase the food stamp benefit — 
I mean on what level do you want to have people receiving food 
stamps? As you know, in order to bring a family of four, with a full- 
time worker earning the minimum wage, out of poverty they need 
food stamps, they need the minimum wage — not today’s minimum 
wage, but they need a minimum wage that has been increased as 
the President has proposed by 90 cents — and they need the EITC. 
They need all three of those so that a family of four with a full- 
time worker earning the minimum wage can be out of poverty. 

If you want to include food stamps in income, and if you believe 
that is an appropriate objective for full-time workers to have in- 
comes above the poverty level and we certainly do, then you are 
going to have to increase the EITC or you are going to have to do 
something to make up the difference. 

As I said, that goal right now is not met. We are not with the 
current system. With today’s minimum wage, today’s food stamps 
and today’s EITC — we are not bringing that family of four with a 
full-time worker at the minimum wage out of poverty. 

Mr. Gibbons. I understand that. I am not arguing with you 
about that. Just looking over this list, on page 304 of the form 
book, a lot of it does not appear to make a heck of a lot of sense 
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as far as equity is concerned between citizens. You know, I have 
taken up more time than I should have here. Perhaps I ought to 
have a private conversation with you and with my staff to argue 
about why we have classified this thing as we have. 

Mr. Samuels. Mr. Gibbons, we would be pleased to sit down and 
go over that with you and your staff. 

Chairman Shaw. I believe that we should take another look at 
it. I would, Mr. Samuels, direct your attention to page 269 of the 
Tax Guide for 1994, which provides for a number of things that are 
not included. For instance, taxable items such as alimony. 

The chart I am looking at may be wrong, but you will have to 
take that up with Ms. Richardson. I did not write it. 

Mr. Samuels. Mr. Chairman, alimony is included for adjusted 
gross income purposes, not earned income purposes. If you are re- 
ceiving a substantial amount of alimony and let us say that you 
had small earned income but a lot of alimony 

Chairman Shaw. Well, if we go back — I do not want to belabor 
the point, because it either is or it is not — ^but when we were talk- 
ing before it was a question of adjusted gross income. I am not try- 
ing to get in an argument with you but I am saying, I am following 
up on what Mr. Gibbons said. To me these items that are listed on 
page 269, interest and dividends. Social Security and railroad re- 
tirement benefits, welfare benefits including all of them, pensions 
or annuities, veterans benefits, workmen’s compensation benefits, 
alimony, child support, unemployment compensation, taxable schol- 
arship or fellowship grants that were not reported — well that one, 
I can see where we may not want to include that — variable housing 
allowances for military. I think all of that goes into somebody’s 
standard of living. 

That is what we are trying to do with the EITC, make it so that 
we do not have working poor. I think that most of these items 
should be taken into consideration. I realize there are going to be 
some reporting problems because many of these do not go on the 
income tax returns. Perhaps this is something we ought to take an- 
other look at and I think Mr. Gibbons is quite correct in bringing 
this up. 

Mr. Samuels. Mr. Chairman, we would be pleased to work with 
you on that. If I could just say that the EITC is a credit based on 
your earned income. There is a phaseout limit which puts all these 
other items 

Chairman Shaw. That is correct, but the purpose behind it was 
to eliminate the term, “working poor,” because Congress feels — 
both Democrats and Republicans — if you are working you should 
not be poor. 

Mr. Samuels. Right. 

Chairman Shaw. So we should take everyone’s resources into 
consideration in deciding whether they are poor. Your problem is 
compliance, and I understand that and perhaps we can work to- 
gether to make a few midcourse adjustments on that. 

I thank this panel very much. We kept you for an extraordinarily 
long period of time. You have been very cooperative with us, and 
we very much appreciate the time you have given us this morning. 

Ms. Richardson. Thank you, Mr. Chairman. 
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Chsurman Shaw. The next panel we have includes: Marvin 
Kosters, a resident scholar of the American Enterprise Institute in 
Washington, DC; Robert Greenstein, executive director of the Cen- 
ter on Budget and Policy Priorities in Washington, DC; Mr. Eugene 
Steuerle, senior fellow of the Urban Institute of Washington, DC; 
Karl Scholz, Ph.D., associate professor. Department of Economics, 
University of Wisconsin; Jonathan Forman, professor. College of 
Law, University of Oklahoma. Welcome. 

We have each of your written statements. You may proceed as 
you see fit. If you care to summarize, that would be fine, because 
we do have your statements up here at the desk. 

Dr. Kosters. 

STATEMENT OF MARVIN H. KOSTERS, PH.D,, RESIDENT 

SCHOLAR, AMERICAN ENTERPRISE INSTITUTE, WASHING- 
TON, DC 

Dr. Kosters. Thank you, Mr. Chairman. 

I appreciate this opportunity to be here and say a few words 
about the EITC. Much has been said about its growth and about 
the problems that are associated with it. It seems to me that this 
is a good time to take a look at it to see whether, this is a good 
way to spend as much money as is scheduled to be spent on it, and 
to see whether some of the problems really need to be fixed 
anyway. 

There are several issues that I cover in my testimony. Just to 
summarize, take first the problem of fraud. It has received a good 
deal of discussion here, but I think that we need to recognize that 
there is more involved here than simply fraud. The high subsidy 
rate that can encourage work eilso encourages token work. Filling 
out the payroll tax forms and paying those, makes it legal, essen- 
tially. 

You will have, when it is fully phased in next year, a subsidy 
rate up to about $10,000 of earnings of 40 percent compared with 
a payroll tax — a combined payroll tax rate — of a little more than 
15 percent, there will be incentives there to exchange work, for ex- 
ample, or perhaps just do the paperwork for it. Such arrangements 
will be difficult for the IRS to ferret out. No matter how much in 
the way of increased enforcement is put in place, it would be hard 
to identify such arrangements or do something about them. There 
is also the marriage penalty problem and, finally, there is the work 
incentives issue. 

The first thing I would say about the EITC, as it is scheduled 
to go into place next year is that the cutoff quite high in relation 
to incomes of the families that are talked about in terms of the 
working poor. 

Some 40 percent of families would be below the income cutoff 
next year when the EITC is phased in, and families with children; 
and this can be compared to a poverty rate of less than half that 
in 1993, about 18.5 percent. 

The income cutoff is quite high in relation not only to family in- 
comes, but it is even higher in relation to the typical earnings of 
an individual worker. If you take workers as a whole, across the 
country, almost 50 percent of them earned less than $25,000 in 
1993. 



97 


Now, the main rationale for the growth and popularity of the 
EITC seems to be that it encourages work. I think it is useful to 
take a somewhat closer look at that. I believe that the favorable 
effects on work have been exaggerated and the reason is simply be- 
cause so many, so far up the income distribution are encouraged 
to work less rather than more. 

We have, for those 40 percent of families with children who are 
below the income cutoff, 20 percent, or half of that group below the 
income cutoff, work is fairly significantly discouraged. The real 
question is whether that 20 or 30 percent who are discouraged or 
not encouraged to work, would be offset to any significant extent 
by the 10 percent where no one is working but where someone 
might be encouraged to consider work. There is some evidence of 
that, that Professor Scholz has developed, I read that evidence as 
saying, roughly, “maybe.” 

It seems to me that we need to recognize that the EITC discour- 
ages work for many families. For some families where work is dis- 
couraged, their incomes are likely to be actually lower after their 
EITC payment than it was before. If we take Professor Scholz’ 
numbers, for example, and if we suppose that hours of work will 
increase as much as he estimates for people who are encouraged 
to work, we need to recognize that the amount of output, the 
amount of GDP, is still likely to decline. This is because the wages 
of those drawn into the work force are likely to be lower, signifi- 
cantly, lower than the wages of those further up the income dis- 
tribution where there is likely to be a net discouragement of work. 

It seems to me that the EITC should be looked at carefully we 
should see whether its administration ought to be transferred to a 
welfare bureaucracy that is already in place, and to see whether 
the subsidy rate should be very sharply cut back to say, the 15- to 
20-percent range. Some of the income support payments might 
then be transferred to a welfare bureaucracy to administer and, 
perhaps, some of the rest could be used to reduce deficits in the 
future. 

Thank you, Mr. Chairman. 

[The prepared statement and attachment follow:] 
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Testimony of 

Marvin H. Kosters 
American Enteiprise Institute 

Committee on Ways and Means 
Subcommittees on Oversight and Human Resources 
U.S. House of Representatives 
June 15» 1995 

Improving the Elarned Income Tax Credit 


Mr. Chairman and members of the Committee: Thank you for this opportunity to give my 
views about the earned income tax credit (the EITC) and how it could be improved. 

The Eire has become a major inconrte transfer program. It redistributes income to low- 
income people who work, with most of its payments going to workers with dependents. Since it 
began in 1975, the program has been greatly expanded, most recently in 1993. Revisions enacted 
then vrill not be fully phased in until next year. By that lime, its cost will have almost quadrupled 
since 1990. 

The argument most frequently made for redistributing income through the EITC is that it 
encourages work. Although some are encouraged to work by the EITC, others face incentives to 
work less and their numbers have increased as the program has grown. In addition, the expansion 
of the Eire has led to higher marriage penalties and increased incentives for uneconomic activities 
and fraudulent claims. For these reasons, I believe the earned income tax credit should be scaled 
back sharply. Some of the payments now being made under the EITC to the poorest working 
families could better be administered by agencies responsible for other income maintenance 
programs. 

The Scope of the EITC 

The projected cost of the EITC in 1996 is $26 billion in budgei outlays and offsets to 
personal income tax payments. This is roughly comparable to the costs of food stamps ($27 billion) 
and housing assistance ($27 billion). The cost of medicaid is much larger ($96 billion). The federal 
share of family support payments (AETX^ is considerably smaller ($ 1 8 billion), but when state and 
local expenditures are included the total is somewhat larger (about $33 billion). The EITC has 
become a major component of total federal expenditures to redistribute income to families with low 
incomes. 

A brief description of how the EITC works is necessary to discuss its effects. I will describe 
its application to a family with two dependents when current law is fully phased in next year. At 
incomes of up to about $8,900, the credit provides a subsidy of an additional 40 cents for each dollar 
earned, up to a maximum credit of about $3,560. Families in the relatively narrow income range 
between $8,900 and $11,6(X) are eligible for the maximum credit. The credit is reduced by 21 cents 
for each additional dollar earned where the credit is phased out in the income range between about 
$1 1,600 and $28,500.' Families with one dependent receive a smaller maximum credit and are 
subject to correspondingly lower subsidy and phase-out rates. Low-income workers without 
dependents are also eligible for a small credit, but 1 will not discuss how they are affected. 

Eligibility for the EITC of families with children depends on their income level and work 
status. The data that I use to sec how many families are affected and how they are affected are from 
the Current Population Survey. This information on households with children that are likely to 
comprise tax filing units is shown in the tabic at the end of this statement. 

A large share of families with children have incomes below the EITC income cutoff level 
according to these data. About 40 percent of families with children have incomes low enough to 
qualify for EITC payments. This 40 percent who are eligible for the EITC on the basis of their 
income level can be compared with a poverty rate for families with children of 1 8.5 percent in 1993. 
Payments under the EITC evidently extend to families with incomes well above the working poor 
as defined by the conventional measure of poverty. The families in these two bottom income 
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quintiles in which someone is working are directly affected by the EITC. The families in the other 
three quintiles are affected indirectly by the need te pay higher taxes to finance the EUC payments. 

Effects on Work 

To examine the effects of the EITC on work incentives, it is necessary to distinguish further 
between families by their work status and income level. Families with someone already working 
and with income in the range where they are eligible for the EITC account for 30 percent of families 
with children. These families are eligible to receive credit payments without any change in their 
work behavior. The program may induce them to modify their work choices, however, and the 
work incentives they face depend on their income levels. 

For families with the lowest incomes up to $8,900 for families with two or more 
dependents - the amount of the credit increases as they work more and earn more. For every dollar 
they earn they receive a 40 cent subsidy in addition, and they are accordingly encouraged to work 
more through this “substitution effect." However, the credit payment they receive would permit 
them to maintain or even increase their income without working as much, and this "income effect" 
discourages woiic. Hius despite the large subsidy to their wages, the increased income they receive 
reduces pressure to work more. Whether they will woric more or less depends on how their work 
behavior responds, and the evidence suggests that the net effect of these offsetting forces is likely 
to be quite small. These working families with the lowest incomes account for about 7.4 percent 
of all families with children (as shown in the table), and they are likely to experience little net work 
encouragement or discouragement. 

Families with somewhat higher incomes receive the maximum credit in an income range that 
includes an additional 3.8 percent of families. They receive no additional encouragement to work 
through the substitution effect, while the additional income they receive from the credit produces 
an incentive to work less. Families in this income range will tend to work less. 

For families with still higher incomes, where the credit is being phased out, the reduction 
in the amount of the credit payment as they earn more money is equivalent to an additional tax on 
earnings. For every additional dollar they cam, 21 cents arc in effect taxed away by a reduction in 
their credit payment. For them, work is discouraged both by the reduction in net earnings from 
additional work, and by the additional income from the credit payment they still receive; the 
(negative) substitution effect is reinforced by the income effect. Families in this income range face 
the strongest incentives to work less, and they account for about 19.5 percent of all families with 
children. 

Studies that have examined the implications of the EITC among working families generally 
conclude that their work effort is likely to be reduced compared with work behavior in the absence 
of the program.^ Less work and lower earnings offsets some of the effect on incomes of EITC 
payments. Indeed, the evidence suggests that many working families eligible for the EITC will 
actually have lower incomes than they would have in the absence of the program.’ 

In view of this discussion of work incentives for families with someone working, what is the 
basis for the view that the EITC encourages work? Low-income families with no one working are 
unambiguously encouraged to work by the EITC. For them, the EITC amounts to a bonus for 
working as long as their income remains below the eligibility cutoff, but they receive credit 
payments only if they are induced to work and generate earnings. Although the EITC definitely has 
a positive effect on work incentives among these families, they account for only about 10 percent 
of all families with children. 

Whether work is on balance encouraged by the EITC depends on whether enough people in 
the 10 percent of families with no one working choose to work, and to work enough, to offset the 
reduction in work effort expected for the 30 percent with someone already working. More than 
twice as many families face work incentives that definitely discourage work compared with those 
who are encouraged to consider working. Is it likely that less work in response to negative work 
incentives among working families could be offset by greater incentives to work among families 
with no one working ? One study that examines the question concludes that fairly generous 
assumptions about work choices are necessary for the EITC to actually encourage work instead of 
on balance discouraging work.* 
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Can anything be done to improve the balance? In my view, the ETTC discourages work for 
too many families, too far up the income distribution. Family income cutoffs are quite high in 
relation to earnings of the typical worker. For example, among adult high school graduates (25 
years old or more), half earned less than $18,000 in 1993, and half of college graduates earned less 
than about $31,000. For all adult workers, 57 percent earned less than $25,000 in 1993. Credit 
payments under the EITC extend farther up the earnings scale than can reasonably be viewed as 
covering only the working poor. 

Reducing the maximum amount of the credit, reducing the income limits for eligibility for 
the credit, and reducing the subsidy and implicit tax rates would reduce the number of working 
families for whom work is discouraged, while the number of low-income families with no one 
woridng ~ and who would be encouraged to consider working ~ would be unchanged. Downsizing 
the ErrC would reduce the strength of positive work incentives for families with no one working, 
but negative work incentives for families with someone woddng would be correspondingly reduced, 
and work would be discouraged for fewer families. In addition, of course, less income would be 
redistributed, and the transfers that remained would be shifted toward lower income families with 
children. 

Reducing the income cutoff level and phasing out payments more quickly is another 
approach that could be considered. But unless the size of the maximum credit were also reduced, 
this would Increase the implicit marginal tax rate on earnings and strengthen incentives to cut back 
on work for the remaining families. If the credit payment is large, there is really no escape from 
the dilemma of a punitively high implicit tax rate or extension of payments to a large number of 
families higher up the income distribution. 

The Marriage Penalty 

It has long been recognized that tax liability under the individual income tax is often higher 
for two individuals who are married than it would be if they were single instead. Under a personal 
income tax system with progressive marginal tax rates and equal uxation of married couples with 
the same incomes, complete mairiage neutrality cannot be achieved. Until recently, however, 
marriage penalties have not been a problem for families with relatively low incomes because they 
either paid no taxes or their tax liabilities were small and rates were very low. The EITC brought 
the marriage penalty to low-income families, and the big expansion of the credit in the 1990s made 
it a significant problem.’ 

The marriage penalty is particularly severe for people who — if they were not married -- 
would each be eligible for the maximum credit Under the most adverse circumstances the marriage 
penalty could amount to over $5,000, which for the family affected would be about 25 percent of 
the combined income of the married couple. Such a tax penalty creates an economic disincentive 
for mairiage, and it reduces economic rewards from employment for married secondary workers 
compared with their unmarried counterparts. 

The marriage penalty could be reduced by introducing a two-earner credit, based on the same 
logic as the two-eamer deduction in the individual income tax law from 1981 to 1986. This would, 
of course, increase the cost of the program. The problem could also be ameliorated by reducing the 
size of the EITC. A significant reduction in subsidy and phase-out rates and in the maximum credit 
amount would greatly reduce the importance of the marriage penalty. 

Tnrentives for Wa.ste and Fraud 

The high subsidy rate for earnings at low family incomes produces incentives to engage in 
both legal and illegal activities to take advantage of payments under the EITC program. Because 
the earnings subsidy rate very substantially exceeds payroll tax liabilities, the EITC makes some 
work attraedve that would not otherwise be undertaken. In other words, it encourages activities that 
could be characterized as taking in one another's laundry when doing one's own would make more 
sense. Activities of this sort could be perfectly legal, but they would contribute little to economic 
well-being and mainly produce transfers for EITC recipients. 

The rewards produced by credit payments and subsidy rates that are high in proportion to 
income have also apparendy stimulated illegal activities. Audits by the IRS have shown a high 
incidence of credits claimed that are in excess of amounts for which families were eligible, and 
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many credit payments for which families were ineligible. Efforts have been made to make the 
program more easily administrable, and this might help to reduce errors. But the subsidy rate and 
the size of credit payments have also been increased substantially, increasing incentives to make 
fraudulent claims.® 

The primary function of the IRS is collecting tax revenue under a system that is largely self 
administered. Assuring compliance with EITC provisions poses some awkward problems for a tax 
collection agency. Its activities are oriented primarily to identifying hidden or under-reported 
income, not to looking for ways in which income from earnings might be exaggerated. Earlier tax 
reforms removed many low-income families from the tax rolls, but the EITC has swept many low- 
income families back in. Auditing these returns, each with a relatively small dollar amount at stake, 
is quite expensive in relation to the revenue impact of errors and noncompliance that are identified. 
The IRS may also be reluctant to press too hard to recoup overpayments, and it may find them very 
difficult to collect. Yet, unless reasonable compliance can be assured, the IRS is likely to be 
seriously embarrassed and the EITC program discredited. 

In considering the auditing and compliance role of the IRS for the EITC, it should be 
recognized that a large bureaucracy to administer welfare payments and other social services is 
already in the field. This bureaucracy is often criticired for devoting too much attention to 
documentary paperwork and auditing, and too little to counseling and helping families in other ways 
to improve their circumstances. It makes little sense in this context to establish a separate, parallel 
bureaucracy in the IRS to administer another program to supplement incomes of low-income 
families, many of whom also receive benefits under other programs. 

As in the case of work incentives and the marriage penalty, the compliance problem is 
greatly exacerbated by the size of the EITC. Smaller subsidy rates and credit payments would 
reduce incentives to claim credits to which a family is not entitled. If the size of the EITC were 
significantly reduced, whether the beneficiaries received partial payment of their estimated credit 
contemporaneously with their paycheck, or in a lump sum at the end of a tax year (as most now 
choose), would also be a matter of less consequence. 

Stmunaty 

The major problems with the EITC have become more significant as the program was 
expanded. Although intended to encourage work by helping to "make work pay," the EITC 
discourages work for too many, too far up the income distribution. As it is currently structured, the 
EITC also imposes a significant marriage penalty on low-income working people. And serious 
compliance problems have become evident in administering the EITC. All of these problems would 
be greatly ameliorated by making the EITC less generous. 

Since payroll taxes absorb a significant portion of earnings for workers with low incomes, 
a strong case can be made for relieving those with the lowest incomes from the burden of these taxes 
while maintaining comprehensive program coverage. An EITC that is significantly more generous, 
however, introduces more disincentives to work, builds up a significant marriage penalty, and 
invites fraud. I believe that we have expanded the program too much and that we are now placing 
too much reliance on the EITC under the guise of improving incentives to work. 

I think the EITC has become too generous and should be cut back to its size in the early 
1990s, before it was most recently expanded. I do not argue that income transfers to families with 
the lowest incomes should necessarily be reduced, but the total cost of income maintenance 
programs could be reduced significantly without reducing payments to low-income families with 
children. The goal of providing income support to families with the lowest incomes would be better 
served by scaling back the EITC and placing more reliance instead on other income support 
programs. These other programs should also bt reformed, of course, to place more emphasis on 
making work a condition for eligibility when this is appropriate. 
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Table 

Effects on Work Incentives and Proportions of Families 
Affected by the Fully Phased in Earned Income Tax Credit 


Families with children Percent of Effects on Work Incentives 

by Income Range and Families Income Substitution Total 

Eire Eligibility with Children Effect Effect Effect 


All Families with Children 

38,895 thousand 100% 

Families with Incomes Too High 
for Eligibility for the EITC 

23,163 thousand 59.6% 0 0 0 

Families in Income Range 
Eligible for the EITC 

— Families with Someone Working: 

• Income Range Where Oedit is 
Phased Out (Credit Payment 
Declines as Income Increases) 

7,594 thousand 19.5% _ _ _ 

• Income Range Eligible for the 
Maximum Credit Payment 

1,489 thousand 3.8% — 0 — 

• Income Range Where Credit is 
Phased In (Credit Payment 
Increases as Income Increases) 

2,871 thousand 7.4% — + ? 

— Families with No One Working: 

• Eligible for Credit if Someone 
Elecides to Work 

3,774 thousand 9.7% + + + 


Source: Estimates are based on the March, 1992 current population survey data reported in The Earned Income Tax Credit 
EITC, Current Law and the Oimon Proposal. Tlratnas Gabe, Congressional Research Service, May 25, 1993. The 
assumptions used to develop these tabulations differ in several ways from circumstances that will prevail in 1996, 
but these differences are not likely to affect estimrues oi {Hoponions of families very much because both family 
incomes and thresholds for EITC eligibility move up prc^xxiionaiely with inflation. 
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Chairman Shaw. Thank you, Dr. Kosters. 

Mr. Greenstein. 

STATEMENT OF ROBERT GREENSTEIN, EXECUTIVE DIREC- 
TOR, CENTER ON BUDGET AND POLICY PRIORITIES, WASH- 
INGTON, DC 

Mr. Greenstein. Thank you, Mr. Chairman. 

I think as the hearing is making clear this morning, probably the 
principal issue that needs to be addressed in the EITC is the ques- 
tion of error rates. We should be mindful, both of the progress that 
is made and of how far we still need to go. 

I think Congresswoman Johnson mentioned some of the studies 
done in the eighties. I think the most recent studies, one of them 
released just last week, suggests that where we are now is that we 
have cut the error rate or the Service has cut the error rate about 
in half from where it was when those studies were done in the 
eighties. It is still too high and we have a way to go. I am not going 
to go into detail here, but perhaps during the questioning period, 
if you are interested I could go through the studies that I think in- 
dicate we have roughly cut the error rate in half but we have a fur- 
ther amount to go. 

Well, the GAO, General Accounting Office, by the way, has also 
noted some of that progress in reducing errors. But, I think, part 
of the discussion here of the EITC and of the growth in the credit, 
which Congressman Gibbons referred to, is to discuss why the 
Congress, on a bipartisan basis, has expanded the credit. 

The growth of the credit is closely related to erosion in wages for 
low-paid work. What this board shows you is that since the late 
seventies the poverty rate for families with children in which a par- 
ent works has gone up nearly 50 percent. When wages for low- 
skilled work erode this not only reduces living standards and in- 
creases child poverty, but it lessens incentives to work and it 
lessens the gains from working relative to receiving welfare. 

As a result of that, starting in the mideighties, there was a bi- 
partisan policy emphasis here, in Washington, of increasing the re- 
turns from low-paid work with the EITC as the principal policy in- 
strument for doing that. It was started by President Reagan who 
proposed a large expansion in the EITC that was part of the Tax 
Reform Act of 1986, President Bush proposed another large expan- 
sion in the late eighties that was in the 1990 budget agreement, 
and then President Clinton in 1993. 

These expansions of the credit basically reflected a policy shift 
away from the minimum wage and away from welfare and to the 
EITC instead. As you know, the minimum wage is at its second 
lowest level in purchasing power in 40 years. 

What is less well known is the following fact. In the early seven- 
ties, before the EITC existed, the number of States in which a 
mother with two children, who worked and earned wages equal to 
three-quarters of the poverty line, in which she got welfare as a 
supplement to her wages was 49. Today it is three. 

We basically do not provide AFDC to these families any more, we 
have moved them out of the welfare system. We have had the mini- 
mum wage erode, we have greatly expanded the EITC instead. 
These were conscious policy choices. 
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The credit was also expanded in part to offset the payroll tax. It 
increased in 8 years out of 11, between 1980 and 1990 and the ex- 
cise tax increases of both 1990 and 1993. 

The EITC expansions were also designed to obtain a goal that 
has broad bipartisan support that if a parent works full time, year- 
round, the parent should not have to bring up the children in pov- 
erty. 

One of the first places this was written down was actually in a 
volume the Heritage Foundation published in January 1989 to 
guide President Bush when he came in. Heritage called for expand- 
ing the EITC enough to bring families of four with a full-time 
worker to the poverty line without raising the minimum wage. 
That essentially has been the thrust of these policy expansions. 

As a result of that, as Assistant Secretary Samuels said, these 
expansions really were not out-of-control growth. They were not an 
anticipated growth. Once the 1993 expansion fully phases in, the 
credit drops to about a 4-percent-per-year growth rate which is in- 
flation and population growth. 

If the Bureau of Labor Statistics modifies the consumer price 
index, the EITC growth rate would drop a bit further. 

The final point on this issue is that these expansions in the cred- 
it do not look quite so large when you put them in the context of 
what happens to the minimum wage and to the EITC and to 
AFDC. l^at this board shows you is that if you take a mother 
with two children who works 20 hours year-round at the minimum 
wage to 40 hours — anywhere from half time to full time year-round 
at the minimum wage — her disposable income today, when the 
EITC expansion passed in 1993 fully phases in, is $1,500 to $3,000 
lower than it was in 1972, before the EITC was created. 

The reason is that the withdrawal of AFDC and the erosion of 
the minimum wage and the increases in the payroll tax more than 
balance out the entire EITC. 

This is a reason both why I think in reforming the credit we need 
to be very careful not to do things that make the gain from working 
less, and the gains from working relative to welfare less. I think 
that means not scaling back the 1993 expansion, not deindexing 
the credit. It is also the reason why Governors, like Governor 
Engler in Michigan, and Governor Carlson in Minnesota — ^both of 
whose welfare commissioners I have talked to in the last week or 
so about this — both regard the EITC and the EITC as passed in 
1993 as a very important part of the welfare reform to move fami- 
lies to work that they are tiying to implement in their States. 

A couple of quick words on the work incentive point that Dr. 
Kosters has raised. I adso think the work incentive point needs to 
be looked at carefully in terms of who the people are that the EITC 
encourages to work more and who it may encourage to work less. 

As Dr. Kosters just noted, and I think as Congresswoman 
Johnson noted earlier, the economic literature suggests that people 
whose earnings are in that range from zero up to about $8,900 are 
encouraged to work more because as they work more their credit 
goes up and that there may be encouragement to work a bit less 
where the EITC line is coming down. 

However, as Bob Reischauer, the CBO Director, noted in 1990 
and as virtually every study on this issue has found, the principle 
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group who is encouraged to work less are secondary earners in two- 
eamer families. In nontechnical terms, the additional income the 
EITC provides enables some mothers in two-parent working fami- 
lies to choose to spend more time with their children. 

That is the principal work discouragement of the EITC. As 
Reischauer noted, that is not necessarily an adverse policy. 

Finally, the studies that Marv referred to and I think the 
Congresswoman referred to, most of them only covered the effect 
of the credit on people who were already working. New studies, 
which I guess Professor Scholz will talk about, also look at, for the 
first time, the effect of the credit on people who otherwise would 
not work at all, and find that it brings a significant number of 
them into the work force. 

In summary, on the work incentives, we have people who other- 
wise are not in the work force at all encouraged and brought into 
work and brought into the labor market; people, primarily single 
parents, working very little, encouraged to work more; and pri- 
marily secondary earners, mothers in married, two-parent families 
enabled to spend a little more time with their children. 

I do not think you can simply lump those altogether, and say the 
effect is not positive. There is a similar issue — which I am out of 
time so maybe I will cover during the questions — on the marriage 
penalty. In two sentences, it is a marriage penalty for two earners 
thinking about marrying each other. 

The EITC also provides a big marriage bonus for welfare mothers 
who, otherwise when they marry, they lose all their welfare, they 
may lose all their Medicaid. But if a non working welfare mother 
marries a guy at a $10,000 or $12,000 wage neither can get a 
major EITC now. They marry and they qualify for the first time. 
He is earning and she has kids and it actually greatly lessens the 
disincentives to marry otherwise in the welfare system. 

Again, we got to be careful. It is a marriage penalty for some, 
that is a problem. It is a marriage bonus for the group most want 
to encourage to marry, people who can get off welfare by getting 
married and are, without the EITC, discouraged from doing so. 

The last point I want to make is that there has been some dis- 
cussion of the workers without children. Before Congress extended 
the small credit to workers without children in 1993, the CBO data 
shows from 1980 to 1993, the Federal tax burdens of the poorest 
one-fifth of nonelderly households without children jumped 38 per- 
cent. The reason was that those eight payroll tax increases and 
several excise tax increases for families with children were offset 
by expanding the EITC. The tax burdens of workers without chil- 
dren went through the roof The 1993 extension of a small credit 
to workers without children, was designed to help offset that, if we 
are concerned about having very high Federal tax burdens on any 
low-income workers, those with children and those without. 

Thank you. 

[The prepared statement follows:] 
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TESTIMONY OF ROBERT GREENSTEIN, EXECUTIVE DIRECTOR 
CENTER ON BUDGET AND POLICY PRIORITIES 

House Committee on Ways and Means: Subcommittees on Oversight and Human Resources 

June 15, 1995 

I am executive directofof the Center on Budget and Policy Priorities, a non-profit public 
policy organization that examines federal and state fiscal policies with an emphasis on policies 
affecting low- and moderate-income families. Funded by foundations, the Center has been engaged 
in analyzing issues related to the earned income credit for a number of yeais. Last year, I also .served 
as a member of the Bipartisan Commission on Entitlement and Tax Reform. In my testimony today, I 
would like to make several points. 

• Progress in reducing EITC errors was made in the 1990 reconciliation bill, but more 
needs to be done. This year, the IRS has taken .some badly needed .steps that appear to 
be producing significant error rate reduction. Legislation the Treasury Department 
.submitted with the budget also should help reduce errors. Efforts are needed to 
identify additional .steps to lower error rate.s. 

• While seeking to reduce EITC error rate.s, we should be mindful that the EITC has 
major strengths. It addte.sses a key trend that has caused a substantial inctea.se in child 
poverty in recent years, the erosion of wages for low-paid work. The EITC also helps 
substantially in making work more remunerative than welfare. It is an important 
building block for welfare reform that places some limitations on cash assi.stance and 
seeks to move families to work. 

• Certain reforms in the EITC eligibility structure are desirable. The imposition earlier 
this year of a “wealth test" on the EFTC was a sound move. Consideration should be 
given to counting .some additional types of income in determining whether a filer 
meets this test if doing so would not add too much complexity. Proposals to bar EITC 
receipt for tax filers in which either the parent or the qualifying child is residing here 
illegally also should be enacted. 

• Some proposals, however, need to be regarded with considerable caution and would be 
unwise. A proposal to.end the indexing of the EITC would cause large increases over 
time in the tax burdens of millions of low-income working families who.se wages are 
simply keeping pace with inflation; it also would conflict with the goals of work-based 
welfare reform. Rolling back the EITC changes enacted in 1993 would be undesirable 
as well, reducing the advantages of work over welfare, making it more difficult for 
workers to e,scape poverty, and raising tax burdens for some. 

The Basis for the EITC 

The need for, and growth of, the EITC in recent years is clo.sely related to the erosion of 
wages for low-paid work. Between 1977 and 1993, the poverty rate for families with children in 
which the family head works grew by nearly half, in 1977, some 7.7 percent of such families were 
poor; by 1993, .some 1 1.3 percent were. More than 60 percent of all poor families with children 
contain a worker. In addition, Census data show that the proportion of full-time year-round workers 
paid a wage too low to lift a family of four to the poverty line rose by one-third between 1 979 and 
1993, from 12 percent of full-time year-round workers in 1979 to I6percentin 1993. 

Eroding wages for low-skilled work reduce living .standards and increa.se child poverty. They 
also lessen incentives to work and decrease the gains from working relative to receiving welfare. 
Starting in the mid-1980s, the.se trends led to a biparti.san policy emphasis on increasing the remune- 
ration from low-wage work, with the EITC as the principal policy instrument for accomplishing the 
task. 

Pre.sident Reagan propo.sed a major EITC expan,sion in 1985, which was included in the 1986 
Tax Reform Act Congress pas.sed a further expansion in 1990, with support from the Bush 
Administration. President Clinton proposed a final expaasion that Congre.ss pas.sed in 1993. 

These expansions .signaled an increased reliance on the EITC and a decreased reliance on the 
minimum wage as an instrument of wage policy. The purchasing power of the minimum wage is now 
at its second lowest level .since 1955. Next year, it will be at its lowest level since 1955. 

These expansions al.so reflected another policy .shift — the EITC has supplanted AFDC as a 
means for supplementing the wages of poor single parents with children. In 1972, before the EITC 
was created, 49 states provided AFDC as a wage supplement to a mother with two children who.se 
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earnings equal 75 percent of the poverty line. Today, just three states do. Policymakers have largely 
opted to move these families out of the welfare system and instead to reward their work effort through 
the Eire. 

The Eire expansions also were designed to help offset the effects of a .series of increases in 
the payroll tax. One of the EITC’s purposes has always been to help offset regre-ssive payroll taxes. 
Payroll tax hikes took effect in 1980, 1981, 1982, 1984, 1985. 1986, 1988, and 1990. Similarly, the 
Eire expan.sions also were intended to help offset increases in regressive exci.se taxes. Exci.se taxes 
were most recently raised in 1990 and 1993. 

Finally, the EfTC expansions were designed ti> attain a goal that has enjoyed strong biparti.san 
support — that if a parent works full-time year-round, the parent should not have to rai.se his or her 
children in poverty. This goal has been espou.sed acnxss the political .spectrum. For example, the 
volume that the Heritage Foundation published in January 1989 to guirJe the incoming Bush 
Admini.stration called ftrr expanding the EITC .sufficiently to bring families of four with a full-time 
worker to the poverty line. 

Specifically, this goal is that wages from full-time year-round work at the minimum wage (net 
of payroll taxes) should lift a family of four to the poverty thresihold when combined with the EITC 
and food stamps. When the 1993 EITC expansions are pha.sed in fully, the nation will be clo.se to 
attaining this goal and would reach it with a modest increase in the minimum wage. 

EITC growth rates over the past decade thus do mil reflect unanticipated co.st increases; the 
rate of recent EITC growth is due to Explicit policy decisions by Congress and three Presidents to 
expand the credit for the reasons just cited. Nor do the recent growth rates signify that the program is 
spinning out of control. The CBO and Joint Tax Committee forecasts show that once the EITC 
expan.sions phase in fully by fiscal year 1997, EITC growth will slow sharply to a little more than 
four percent per year, with that remaining growth being due to inflation and growth in the U.S. 
population. Moreover, the EITC growth rate will be smaller than this if the Consumer Price Index is 
modified in a fashion that reduces the measured inflation rate. Even without changes in the CPI. the 
CBO forecast indicates that as a percentage of the Gro.ss Domestic Product, EITC co.sLs will (lecline 
after 1997. 

Moreover, the EITC expansions do not look quite so large when placed alongside the near- 
elimination of AFDC as a wage supplement to .single mothers working at least half-time and the large 
drop in the buying power of the minimum wage. An analy.si.s conducted by the Department of Health 
and Human Services shows that when the EITC expansion enacted in 1993 is pha.sed in fully, the 
disposable income of a mother with two children who works half-time throughout the year at the 
minimum wage will be nearly $3,tHK> lower than it was in 1972. after adju.sting for Inflation. 
(Disposable income includes wages, average AFDC benefits, food stamps, and the EITC, minus 
federal income and payroll taxes.) 

The HHS analysis found similar results for single parents with two children who work 30 
hours a week throughout the year at the minimum wage as well as for tho.se working 40 hours a week. 
(See Table 1.) In both cases, the family’s dispa.sable income will be at lea.st $1,500 below 1972 
levels, after adju.sting for inflation, when the 1993 EITC expan.sions take full effect. In short, single 
parents working at the minimum wage will have less di.spo.sable income than they did in the early 
I970.S before the EITC was created. 

The EITC expansions should be .seen as part of a larger .set of economic and policy 
developments. Economic forces pushing down wages for low-skilled work, combined with policy 
decisions in the minimum wage and AFDC areas, confronted policymakers with a need to increase the 
EITC substantially to avoid large reductions in the living .standards of working ptxir and near-poor 
families with children. , 

Beneficial Aspects of the EITC 

The 1986, 1990, and 1993 EITC expaasions reflected decisions to help cushion the ero.sion of 
wages for low-paid work, while placing less emphasis on the minimum wage and AFDC as mech- 
anisms to accompltsh this goal. The expan.sions also reflected the desire of ptilicymakers to make 
work more remunerative than welfare and bring families with a full-time working parent closer to the 
poverty line. Finally, these expan.sions reflected a recognition that with its faults, the EITC remains 
one of the soundest of the low-income transfer programs. 
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Table t 


Average Disposable Income For a Mother and Two Children 
From Wages* AFDC, Food Stamps, EIC, and Federal Taxes 
(in 1994 dollars) 


Number of Hours Worked Per Week At Minimum Wage Throughout the Year 


Year 

1972 

1980 

1990 

1995 (wlUi EIC ut fully phased-in 1996 levels) 


20 Hours in Hotifs 40 Hours 
$13,827 $14,976 $16,057 

11,772 13,199 14,145 

10,082 10.735 11,804 

10.925 12.505 14,462 


Change in Average Disposable Income 
for a Mother and Tmi Children 


1972-1995 


•$2,902 -$2.47l -$1,595 

-21% -16% A3% 


Stuuruc: E)cpar(inciil of Hciiith and Huinitn Services 


The Eire differs from most other means-tested inmsfer programs in two crucial respects. 
First, it is limited to those who work; those who do not work may not receive it. It thus helps to make 
work mote remunerative than non-work rather than the other way around. 

Second, uniike welfare benefits that decline as soon as income begin to rise — and can 
thereby discourage peopie from entering the labor force — the EITC increases as earnings rise up to 
$8,900 (for a family with at least two children). It does not begin to decline until a family’s income 
surpasses $ 1 1 ,620 (in i996) and then declines much more gradually as earnings rise than public 
a.ssLstance benefits do. 

Moreover, the major EITC benefit — the EITC for families with children — is limited to 
parents that live with their children. Ab.sent parents do not receive major EITC benefits. 

The result Is that the EITC rewards work and encourages those who are not working to enter 
the labor market It also distinguishes the working poor from the non-working poor and custodial 
patents from absent parents. As Gary Burtless of the Brookings Institution has noted, the EITC 
probably has .stronger beneficial effects and more modest adverse side-effects than mo.st or all other 
programs to boo.st the incomes of low-income families. 

Current EITC Issues 

EITC Error Rates 

In 1 990, staff of the Senate Finance Committee, the Hou.se Ways and Means Committee, the 
Treasury, and IRS worked on a bipartisan basis to craft reforms to reduce the error rate. These 
reforms were enacted into iaw in that year’s reconciliation bili. The GAO sub.sequently commented 
favorably on the.se changes, noting that they “should substantially reduce the number of erroneous 
EITC claims.”’ But the changes enacted in 1990 addressed only part of the problem. Much more 
remained to be done. This was shown by a frequently cited, but sometimes misunderstood. IRS study 
of tan returns filed in January 1994. 

The IRS study found that 26 percent of the EfTC benefits claimed by filers whose returns 
were examined were claimed in error. This does not mean that the EITC lo.ss rate was 26 percent. 
The IRS found that about 26 percent of the EITC benefits claimed on the tax returns it examined 
were claimed in error, not that 26 percent of the benefits actually paid were erroneous. The IRS 
detects .some erroneous claims made on tax returns and avoids making overpayments on them. The 
actual overpayment rate in January 1994 would have been somewhat lower than 26 percent 

The 26 percent figure also may overstate the error rate in January 1994 for another rea.son. 

The 1,000 tax returns examined in the study were not representative of EITC returns filed in 1994. 
The returns examined in the .study were limited to returns filed electronically during the first two 
weeks of the 1994 tax filing season. Electronic filing has been more .su.sceptible to refund fraud 
than conventional tax filing, and some families that file in January do so before they have received 
all of their W-2 forms. In addition, some of the characteristics of the 1,000 filers examined in the 





110 


study do not match those of EITC filers overall. Many experts believe that EITC error and fraud 
are likely to have been higher among returns filed electronically in the first two weeks of the tiling 
season than among EITC returns overall. 

Recent ActUins to Combat Error and Fraud 

Since the time the study was conducted, the IRS has instituted a .series of new procedures to 
addre,ss problems the January 1994 study identified. These changes appear to be lowering the error 
rates. 


in 1994, the IRS checked little of the information on tax returns containing an EfTC claim 
before .sending out EITC checks. That has now changed .shaiply. In addition to verifying the 
Social Security numbers of all adults claiming the EITC. the IRS now al.so verifies the numbers of 
all children in EfTC families — before .sending EITC payments — to make sure the claims are 
valid and no child is claimed twice. (In 1994, the IRS did .some checking of Social Security 
numbers, but the checking was le.ss rigorous and lerts cumprehen.sive. For example, in 1994 the 
IRS did not check to ensure that no child was claimed twice, and on many returns, the IRS did not 
verify children’s Social Security numbers at all.) The IRS now al.so pulls EITC returns falling into 
any of several error-prone categories, sends these families a questionnaire, and requites families to 
provide additional drxiumentation verifying their claims before payment is made. 

Several million EfTC returns have been delayed this year due to apparent di.screpancie.s 
found in Social Security numbers or while EFTC claims are verified. Nothing remotely on this 
scale has been done before. 

In addition, during the first half of the 1 994 tax filing season when the study was 
conducted, some filers could claim that they had applied for Social Security numbers for their 
children but had not yet received them. These filers could still receive the EITC. This procedure 
created an opportunity for abuse. It has since been fixed. Today, such EITC claims are denied. 

Al.so, the GATT legislation enacted last fall includes a provision requiring Social Security 
numbers for infants who are claimed on a tax return. Until now, parents have not had to provide 
Social Security numbers for children under the age of one. This new provision, which takes effect 
in tax year 1995, will eliminate another potential problem area. To the extent that some problems 
involving Social Security numbeis may remain, they would apparently be lesolved by legislation 
the Treasury Department has .submitted to Congreits to .strengthen the IRS’ powers to deny 
questionable EITC claims. 

Finally, the IRS has altered procedures relating to “refund anticipation loans.’’ In the past, 
EITC applicants that used a commercial tax preparer were usually able to walk out the door with a 
check in the amount of their EITC benefit within a couple of days after they tiled their tax return. 
Under the new procedures, checks are no longer provided on such a rapid basis, and u.se of refund 
anticipation loans apparently has fallen sharply. Thase attempting to abu.se the .system who sought 
in the pa.st to “take the money and run” can no longer do .so. 

Effects of These Actions 

A new IRS study released last week indicates that if the procedures instituted this year had 
been in place in 1994, the January 1994 study would have found an error rate of le.s.s — and 
possibly significantly less — than 19 percent. 

The IRS was able to determine the effect that .some, but not all, of the new procedures 
(principally the procedures relating to Social Security numbers) would have had if they had been in 
effect in January 1994. The IRS found these procedures would have reduced the overclaim rate 
from 26 percent to 19 percent The IRS was not able to measure the effect of the procedures 
in.stituted this year to delay those EfTC claims that fall into an error-prone category while the IRS 
investigates and directs the filer to provide verification of certain aspects of the EFTC claim. Had 
IRS analy.sls been able to factor in the effects those procedures would have had, the new pro- 
cedures instituted this year would almost certainly have been found to have reduced the overclaim 
rate in the January 1994 sample below 19 percent 

Some long-overdue change in the processing of tax returns claiming the EITC is now 
occurring. Prior to 1991, the IRS did not obtain much of the basic information that establishes 
whether a family is eligible for the credit Such information is now captured on Schedule EIC, 
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which was introduced in 1991. And until this year, the IRS made limited use — before making 
EITC payments — of the information it did receive. This is now changing. 

The EITC and Work Incentives 

Important issues are sometimes raised about the EITC and work incentives. Based on 
economic theory, it is generally assumed that the EITC encourages work among tho,se working 
little or not at all. It is also assumed that the credit acts as a modest work disincentive for other 
families, primarily those whose income exceeds $1 1,620 (in 1996) and whose EITC benefits are 
reduced as their earnings ri.se. 

The issues relating to the credit’ seffects on work incentives are sometimes misunderstood. 
The effect of the EITC on the level of work performed by families whose incomes exceed $l 1,620 
is not clear For the EITC to discourage lhe.se families from working more, the affected families 
would need to understand how the EITC is reduced as their earnings ri.se — that is. they would 
need to be cognizant of the EITC’s effect on their “marginal tax rate.” It is not clear how many 
families know this. 

Furthermore, if the EITC does have some work disincentive effects on families whose 
EITC benefit falls as their earnings increase, these effects may not be adverse from society’s 
.standpoint. Both Robert Reischauer, then director of the Congressional Budget Office, and Henry 
Aaron, Director of Economic Studies at the Brookings Institution, made this point at an American 
Enterprise Institute symposium in 1990. Reischauer and Aaron noted that the families the EITC 
encourages to work more are likely to be quite different from the families the EITC may encourage 
to work less. The families encouraged to work more are heavily made up of single parents who 
work little if at all, precisely the group whose work effort we most want to boost. By contrast, the 
families whose EITC benefits decline as their earnings rise — families with incomes over $ 1 1 ,620 
— include large numbers of two-parent families. Reischauer and Aaron noted that a major part of 
the EITC’s probable effect in inducing modestly less work among families in this income range is 
its effect in enabling a parent — usually the mother — in two-parent working families to work a 
little le.ss so she can spend more time with her children. 

Reischauer observed that this should not neces.sarily be regarded as an adverse outcome and 
that it may be desirable from stKiety’s standpoint fora parent in two-parent working families to be 
able to spend more time with her children. He cautioned that lumping increased work effort 
among single mothers who otherwise would work little or not at all with reduced work effort 
among married mothers in two-parent working families who wish to spend more lime with their 
children can confuse rather than illuminate debates on the EITC’s effects. 

Reischauer and Aaron’s point is supported by academic research and a GAO analysis. The 
GAO estimated that the percentage reduction in hours worked as a result of the EITC is four limes 
greater among wives in two-parent families than among husbands in such families. In addition, the 
GAO’s estimates showed little percentage change in work effort among single parents.* 

In addition, the GAO study and rao.st other previous .studies examined the EITC’s effects 
only on those already in the labor force. These studies did not examine whether the EITC draws 
non-workers into the labor force. New research by John Karl Scholz of the University of 
Wiscon.sin indicates the EITC has a strong positive effect in inducing single mothers outside the 
labor force to and begin working. The re.search of Scholz and his colleagues suggests that the 
increase in the number of hours worked by parents whom the 1 993 EITC expansions will draw 
into the labor force will exceed the decrea.se in hours woiiced by tho.se (principally wives in two- 
parent families) who may work somewhat less because of the expansion.^ 

Another recent piece of recent academic research, examining the EITC’s effects on work 
effort among .single mothers, produced similar results. It concluded that the EITC .succeeds in 
increasing work among single mothers who previously have been out of the labor force and 
accomplishes this without diminishing work effort among single mothers whose EITC benefits 
decline as their earnings rise.^ 

In Congre.ssional testimony before thus Committee in 1993, the GAO succinctly sum- 
marized the EITC’s effect on work. The GAO stated: “[The earned income tax credit] works. It 
offsets payroll taxe.s, increases progres.sivity of the tax system, and provides a po.sitive work 
incentive to the lowe.st income group with only a slight disincentive to other recipients.’’ 
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The Eire and Marriage Penalties 

The issue of the EITC and marriage penalties is another complex area. The EITC penalizes 
marriage for some and rewards it for others. It does not represent an unambiguous marriage 
penalty. 

In arguing that the EfTC imposes a large marriage penalty, some critics cite a hypothetical 
case involving two potential marriage partners, each of whom is a custodial parent with at least 
two children living with them and each of whom earns about $ 1 1 ,000. This hypothetical case does 
not provide a .satisfactory basts for policymaking. It is the hypothetical ca.se in which the marriage 
penalty is greatest and is exceedingly rare in the real world. 

There are few cases in which two people who wtsh to marry each other are both custodial 
parents who each live with at least two children and each have incomes in this range. Must male 
.single parents are not cu.sttrdial parents, are not eligible for a .signiTicant EITC benefit, and do not 
lo.se EITC benefits if they marry. 

Census data indicate that of all marriages that occurred in I 'i'W, fewer than two-tenths of 
one percent involved a man with two or more children marrying a woman with two or mure 
children. The likelihood of such a marriage in cases in which both patties are custodial parents 
and atsu have incomes around $1 1,000 appears to be close to zero. 

This does not mean the marriage penalty issue Ls not significant. But mure typical 
examples should be considered when assessing the potential effects of the EITC on marital 
formation. The most common example in which the EITC can penalize marriage involves a single 
working mother with one child who is considering marrying a man who earns modest wages but 
does not live with a child or receive the EITC. The EITC such a couple would receive if they 
marry could be lower than the EITC the mother currently gets. If a single mother with one child 
who earns $5,000 working part-time marries a male earning $10,000, the EITC benefit in 1996 
would drop $82. If she marries a man earning $15,000, the EITC would decline $881. (These 
figures are for 1996, when the EfTC changes enacted in 1993 are phased in fully.) 

If the mother earning $5,000 has two children, marrying a man earning $ 1 5,000 would 
cause a .smaller EITC lo.ss — about $200. And if such a mother marries a man earning $ 10,000, 
the Eire benefit would increase about $850. On the other hand, if the mother earns $ 10,000 
herself and has two children, the EITC benefit loss becomes larger. For example, if she marries a 
man earning $ 1 0,000, the loss is $ 1 ,760. 

The EITC thus can penalize marriage. It al-so can reward marriage substantially. The 
EITC offers a sizeable marriage incentive to a single mother who has no earnings and receives 
AFDC. Since marriage is one of the principal routes out of welfare, it is particularly important to 
encourage marriage among this group. 

In the absence of the EfTC, a non-working mother on AFDC who contemplates marrying a 
man with low earnings risks losing a great deal. If she marries, .she and her children will become 
ineligible for AFDC and al.so la.se some of their food stamps. In addition, .she likely will become 
ineligible for Medicaid. Depending on her children’s ages and her husband’s earnings, .some or all 
of her children may lose Medicaid coverage as well. The marriage penalties embedded in the 
welfare .system are .strong. 

The EITC helps to offset these lasses and ease the.se penalties. By marrying, the couple 
will gain an EITC benefit of up to $2, 157 if they have one child and up to $3,564 if they have two 
or more children (when the 1993 expan.sions phase in fully). This will partially — and in .some 
.states, wholly — make up for the mother’s loss of AFDC benetits when she marries. 

For poor .single mothers with little or no earnings, the EITC thus significantly le.s,sens the 
marriage penalties the welfare .sy.stem creates. It can provide these women an incentive to marry 
and leave welfare. This point is sometimes overlooked when the EITC and its effects on marriage 
are di.scu.ssed. It is not accurate to speak of the EITC as .simply penalizing marriage. It penalizes it 
for .some and rewards it for others, including the group for which there is the greatest concern for 
encouraging marriage, single mothers on welfare. 

Proposals to Alter the EITC 

Additional .steps would be useful in reducing errors. In particular, legislation the Treasury 
Department has submitted to strengthen the IRS’ ability to deny que.stionable EITC claims would 
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represent an important addition to IRS' error-fighting arsenal. In addition, the IRS is currently 
conducting a study of EITC errors in tax returns filed in I99S. These findings should lead to 
additional administrative actions to combat errors and may also suggest some additional legislative 
steps that might be taken. 

I am concerned, however, that a number of EITC proposals now emerging in Congress are 
not compliance provisions designed to reduce error rates. Some emerging proposals would reduce 
EITC benefits largely through broad-scale benefit reductiun.s, not through new pnx:edures to 
improve the accuracy of EfTC payments. 

Some of these proposals would affect millioas of hone.st families in which a parent works 
for low wages. These include proposals to repeal part or all of the 1993 EITC changes and a 
proposal to repeal the indexing of the EITC for inflation. 

Repealing Part or Alt of the IW3 EITC Expansion 

The budget resolution the Senate approved in May assumes partial repeal of the EITC 
expansions enacted in 1993. Tho.se expansions .substantially incieased the EITC fur families with 
two or more children and also e.stabli.shed a small credit for very poor workers without children. 

The 1993 provisions were designed to attain the biparti.san goal that families (or at least, 
families of up to four people) should not live in poverty if a parent works full time throughout the 
year. This goal was endorsed across the political spectrum in the years before 1993. Accordingly, 
the 1993 law .set the EITC for a family with two or more children at the level that would bring a 
family of four with a full-time minimum wage worker to the poverty line if the family also 
received food stamps (and if the minimum wage kept pace with inflation, as Pre.sident Clinton had 
earlier recommended). 

The 1993 expansions also were designed to reduce the work penalties built into the welfare 
sy.stem and to make low-wage work more remunerative than public assi.stance. When families 
leave welfare for work, they lose cash welfare payments, .some of their food stamps, and, 
ultimately, .some or all of their family’s Medicaid coverage. The increased EITC payments help to 
offset this loss and make the overall compeasation package from working compare more favorably 
with ctintinued reliance on public as.si.stance. 

The 1993 EITC expansions helped to promote work in aninher way as well. Payroll taxes 
consume I S.3 cents of each additional dollar a poor family earns' while food stamp benefits 
consume 24 cents. For families with two or more children and low-wages, the EITC will fully 
offset the,se adverse effects, providing a 40-cent credit for each additional dollar earned when the 
1 993 expansions are in full effect 

The 1 993 law also aided very poor workers without children. It created a .small EITC that 
provides a maximum credit of a little more than $300 — and an average credit of about $ 170 — 
for poor workers between the ages of 25 and 64 who do not live with children and have incomes 
below about $9,500 (in 1996). 

A small EITC was extended to the.se workers partly because their federal tax burdens had 
e.scalated sharply since 1980 as a coasequence of a .series of regre.ssive payroll and exci.se tax 
increase.s. A Congre.ssional Budget Office analy.sis. showed that between 1980 and 1983, the 
average federal tax burden of the poore.st fifth of non-elderly hou.seholds awe 3H percent. This 
dwarfed the increase in tax burdens borne by any other gniup of households in any income 
category. By 1993, the percentage of income that the poorest fifth of non-elderly hou.seholds 
without children was paying in federal taxes was double the percentage of income paid by the 
poorest fifth of families with children and more than five limes the percentage paid by the poorest 
fifth of elderly household.s. 

The shaip increase in the tax burdens borne by these hou.seholds occurred primarily 
becau.se of a .series of increa.se.s in Social Security, gasoline, and other exci.se taxes. For low- 
income families with children, these regres.sive tax increases were generally offset through EITC 
expansions. For poor workers without children, no offsetting actions were taken before 1 993. 
Accordingly, the 1993 law established a modest EITC that offsets the payroll tax the.se workers 
pay on their first $4,230 in income (in 1996) and phases out when income reaches $9,500. 

In addition to offsetting a portion of these tax increases, the EfTC for poor workers without 
children al.so has the effect of nearly completing a piece of unfinished bu.siness from the 1986 Tax 
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Reform Act. One of the Act’s goals was to eliminate income tax burdens on workers below the 
poverty line so they were not taxed deeper into poverty. The 1986 Act accomplished this goal for 
all filing units except non-elderly single individuals. Prior to the extension of the EITC to these 
workers, a single worker began owing federal income tax when his or her income was about 
$1,300 below the poverty line. The EITC has raised the income level at which the.se workers begin 
owing income tax close to, although not all the way to, the poverty line. 

The Senate Budget Resolution 

The EITC changes assumed in the Senate budget resolution would repeal the small EITC 
for workers without children. These changes also would cancel entirely the final phase of the 
ElTC expansion for families with two or more children, scheduled to take effect in tax year 19%, 
and .scale back the EITC benefit structuie in place in tax year 1995. 

Poor workers without children would face a .sub.slantial increa.se in their federal tax 
burdens; the payroll taxes they pay on their first $4,230 of earnings would no lunger be offset. In 
addition, their federal tax burdens would rise to higher levels than these burdens had reached 
before the 1993 law took effect, because these workers would be affected by the gasoline tax 
increase enacted in 1993. The Treasury Department estimates that 4.4 million workers would face 
an average tax increase of $ 173 if the credit for workers without children is repealed. 

Families with children also would be affected .significantly. Eight million families with 
two or more children would lose a maximum of $445 and an average of more than $300. In 
addition, about two million families with one child would lose up to $244 each. As a result of 
the.se changes, the number of families in which a parent working full-time at a low wage would fail 
to e,scape poverty would rise somewhat, while the extent to which work paid more than welfare 
would be lessened. 

Few of the low-income workers who would be adversely affected by these changes would 
benefit from any of the tax cuts currently under consideration. CBO data show that becau.se the 
propo.sed children’s tax credit is not refundable, the one-third of the children in the country with 
the lowest incomes would not benefit from it If a children’s credit is enacted for families with 
incomes of up to $250,000 while the EITC Is .scaled back, the effect will be to grant a children’s 
credit to families at relatively high income levels while withdrawing part of a credit for families 
with children that are working at low wages. 

The EITC and Inflation Adjustments 

A propo.sal also has been advanced to end indexation of the EITC. Curiously, this propo.sal 
would undo a Reagan initiative. It was President Ronald Reagan who propo-sed in 19X5 that the 
EITC be indexed. 

The Reagan propo.sal was designed to fix a problem in the EITC benefit structure. If the 
EITC is not indexed, millions of working poor and near-poor families find that if their earnings 
simply keep pace with inflation, their EITC benefits decline each year while their payroll taxes 
climb. The result is the imposition of steadily increasing tax burdens on working families that 
have experienced no increase in purchasing power. 

A family’s EITC benefit begins to phase down when the family’s income pas.se.s a certain 
income level. For every dollar that a family with two children earns above $ 1 1 ,620 (in 1 996), the 
EITC is reduced 21 cents. This $1 1,620 income threshold is indexed for inflation. If indexation is 
repealed, a family with income at or above $1 1.620 who.se income ri.ses at the rate of inflation will 
find its EITC falls even though the family’s purchasing power has not increased. 

Such a family also will owe more in payroll taxe.s. For each dollar ils earnings ri.se. the 
family’s payroll taxes will increase 7.65 cents while ils EITC drops 2 1 cents. 

The effects of failing to index the EITC would grow with each passing year. If a family’s 
income simply kept pace with inflation and EITC indexing had ended, a family with two or more 
children and income of $ 1 2.000 in 1 996 would, five yearn later, receive an EI’TC $460 smaller than 
the credit it had received in 1996. The family’s EITC would be more than $1,000 lower than it 
would have been had the EITC continued to be adjusted for inflation. And while ils EITC was 
falling, the family’s payroll tax would have climbed $167. 

In real terms, the purchasing power of such a family’s EITC would decline by 27 percent in 
the five-year period. For some working families, the decline would be .steeper. Families that earn 
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$20,000 and whose wages simply keep pace with inflation would find that the purchasing power of 
their EITC would decline more than 50 percent over five years if indexation ended. 

Ending indexation of the EITC would be unwise. It would result in substantial increase.s 
over time in federal tax burdens for large numbers of low-income working families that have 
experienced no increase in their standard-of-living. It aLso would make millions of working poor 
families with children poorer over time and turn a steadily increasing number of near-poor 
working families into poor families, by pushing them below the poverty line. The Treasury 
Department estimates that by 2000, nearly 18 million tax filers would be adversely affected by this 
propo.sal. 

Ending the indexation of the EITC afso would be inconsistent with the goals of “making 
work pay” and promoting work over welfare. If the EITC is not adjusted for inflation, the gain 
from working at a low-wage Job rather than relying on welfare will erode as the real value of the 
EITC declines over time. 

Finally, ending EITC indexation would be inain.si.stent with other Congre.s.siunal action 
being taken this year. There is no discu.ssion of ending the indexation of other features of the tax 
code such as the personal exemption, the standard deduction, or the tax brackets. If EITC 
indexation ends, families at higher income levels would continue to be shielded from the effects of 
inflation on their tax burdens while working poor and near-poor families faced substantial tax 
increases. Moreover, the House of Representatives has passed legislation to index capital gains tax 
benefits, the estate and gift tax, and depreciation deductions u.sed primarily by large corporations. 

It is difficult to discern how ending EfTC indexation fits in with these other policies unless the 
principle is that affluent investors and large companies need protection against the effects of 
inflation on their taxes but low-income working families do not. 

Proposals such as repealing part of the 1993 EITC changes or ending EITC indexation have 
a common feature. They would leave low-income working families facing eroding wages for low- 
, skilled work, a sharply lower minimum wage in real terms, and the near-elimination of cash 
welfare assistance for families working more than half-time with reduced help from the earned 
income credit. The policy instrument supported for years by many who oppose raising the 
minimum wage and advocate reducing public assistance programs would ilself be .scaled back or 
partially withdrawn. 

The "Wealth Test" 

Several other EITC proposals warrant commenL In April 1995, Congre.ss pas.sed 
legislation denying the EITC to families with more than $2,350 in income from intere.st, dividends, 
rents and royalties. The Clinton Administration had pn>po.sed a .similar provision, with a limit of 
$2,500, adju.sted for inflation. 

Three i.s.sues have been raised concerning this provision. Should additional forms of 
income should count against it? Should the $2,350 level .should be lowered? Should the $2,350 
level be indexed? 

Additionai forms of income probably should count against this limit i/this cannot be done 
without making the EITC too complex. (Increa.sing the complexity of the credit is a sure way to 
pu.sh error rates back up.) Some have propo.sed counting estate and tfu.st income, net pa-ssive 
busine.ss income, and net capital gains income agaircst this limit This pn>po.sal appears .sensible if 
it does not add too much complexity. 

On the other hand, I would not recommend lowering the thre.shold from $2,350 to $ 1 .000, 
as has also been suggested. A thre.shold that low would disqualify .some poor and near-poor 
working families that are .saving for legitimate rea.sons, .such as to .send a child to college, purchase 
a home, start a busine.ss, or meet a medical emergency (an increasing concern as the number of 
low-income working families that lack health insurance rises). Prudent policy would not force 
families saving to make an inve.stment in their future to choose between lo.sing their EITC and 
consuming enough of their savings to remain below the EITC limit. 

A preferable approach would be to reduce the $2,350 limit modestly to $2,000 and index it 
for inflation. (Whatever the level at which the threshold is set, the level ought to be adjusted for 
inflation. Otherwise, the credit will ultimately be denied to families with a strong need for it as the 
limit erodes over time.) This would generate approximately the same level of .savings over the 
next 10 years as the provision that Congress passed in April 1995, while insuring that as the years 
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pass, the limit does not squeeze out a steadily tncieasing number of low-income working families 
with a legitimate need for the credit. 

Counting Social Security and Child Support Payments 

Senators Roth and Nickles have proposed that Social Security, tax-exempt interest, non- 
taxabie pension distributions, and child support be counted as part of adjusted gross income (AGI) 
for purposes of determining eligibility and benefit levels for the EITC. The argument for counting 
Social Security is that Socral Security benefits represent income these families receive, and this 
income makes these families less needy. Among the arguments against this propo.sa! are that 
counting Social Security benefits as part of AGI when derermining EITC eligibility and benefit 
levels would effectively subject Social Security beneficiaries who are raising children to larger 
taxes on their Social Security benefits than some other Social Security beneficiaries with higher 
incomes. In addition, counting all of Social Security as part of adjusted gro.ss income for EITC 
purposes could be problematic because a portion of S(H:ial Security benefits repre.sents a return of 
payments that beneficiaries made from income on which they have already paid taxes. 

While there are pros and cons to this proposal, it will be difficult to justify it if the 
provision enacted in 1993 that makes 85 percent of Social Security benefits taxable for more 
affluent beneficiaries Ls repealed. If that is done and Social Security al.so is counted as part of AGI 
for Eire purposes, the effect will be to reduce tax burdens on Social Security beneficiaries at high 
income levels while increasing tax burdens on Social Security beneficiaries at lower income levels. 

Counting child support as part of AGI for EITC purposes would be ill-advised. This 
change, which would reduce the EITC for many divorced working mothers, would pose both 
administrative and tax equity problems. The Internal Revenue Service has no information on the 
child support payments that a custodial parent receives, and it lacks a reliable means of securing 
this information. Consequently, such a proposal would be difficult for the IRS to enforce and 
almost certainly would result in higher error ratc.s. The General Accounting Office recently noted 
the difficulties of administering a requirement of this nature. 

Counting child support in this manner also would cause double-counting of income. Non- 
custodial parents already pay income tax on the income from which child support payments are 
made. Counting child support payments as part of AGI and lowering the EITC a.s a result 
effectively taxes this income twice. 

Finally, such a policy change could lead to a reduction in child .support collections. Since 
some of the non-custodial parent’s support payments would effectively be taxed away, .some non- 
cu.stodial parents would have a reduced incentive to make child support payments. 

Conclusion 

Steps have been taken in recent years to reduce EITC error rales. More needs to be done. 
Some other changes in the EITC also may warrant consideration. 

But we should not lose sight of the EITC’s strong virtues. The EITC is boosting the 
incomes of millions of poor and near-poor families with children that are working and staying off 
welfare. With the .steady ero.sion of wages for low-paid work over the past 20 years and the likely 
continuation of this trend in the future, the EITC play.s a critical role. It also provides an important 
underpinning for welfare reforms to move families from welfare to work and helps to offset 
regre.ssive taxes that low-income workers face. 

In addition, the EITC has helped change the federal income lax .system from a system that 
pushes working poor families deeper into poverty to a system that helps lift them out. An analysi.s 
by the Department of Health and Human &rvices found that in 1984, the tax .system pushed 1 .8 
million people living in families with children below the poverty line. When the recent EITC 
expansion is pha.sed in fully, the tax sy.stem will lift more than two million such people out of 
poverty. 

The EITC has been .substantially tightened this year to reduce enxirs and attack fraud. 
Further improvements are needed. But deep reductions in the EITC benefits of honest low-income 
working families would not represent sound policy. 
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Chairman JOHNSON. Thank you very much for your testimony, 
Mr. Greenstein. 

Next will be Mr. Steuerle. 

STATEMENT OF C. EUGENE STEUERLE, PH.D., SENIOR 
FELLOW, URBAN INSTITUTE, WASHINGTON, DC 

Mr. Steuerle. Thank you, Madam Chairperson. It is an honor 
to work again with these Subcommittees on this issue. I, as Mr. 
Gibbons, have a bit of age on this issue. I worked on the issue as 
long ago as 1978 when we tried to simplify the EITC so that we 
could get it to more eligible people. In the tax reform effort in 
1984-86, I introduced indexing into the Treasury proposals at that 
time as a means of increasing the EITC. I am honored again to 
work with you on this issue. 

My own conclusions to date can be summarized as follows, first 
the EITC represents an important step in my view in society’s at- 
tempt to find an alternative to welfare. Second the EITC can best 
be assessed against alternatives to help low-income households and 
workers, but not really as a stand alone provision. Third, as cur- 
rently designed, I have serious questions whether the EITC can be 
fully enforced by the IRS. And finally, EITC reform can be better 
accomplished within broader reform of our tax and transfer struc- 
tures. 

I will try to speak very briefly on each of those points. The EITC 
was expanded substantially in the Tax Reform Act of 1986 and in 
the budget agreements of 1990 and 1993. 

Interestingly, the Clinton administration likes to claim the EITC 
expansions as one of its major achievements. In fact, the largest ex- 
pansions of the EITC occurred under Presidents Reagan and Bush, 
at least when measured in terms of total costs. 

Over the years the EITC has been argued to fulfill several pur- 
poses. One is to provide assistance to low-income individuals; a sec- 
ond to provide work incentives; and third, more recently it has 
been contrasted favorably to increases in the minimum wage. 

The EITC does not meet any of its goals perfectly. As a com- 
promise, however, it often meets its combined goals better than 
other alternatives including a pure welfare system and mandates 
on employers such as minimum wage increases. 

The history of the EITC makes it clear that as an incremental 
step toward a different design of our combined tax and transfer 
system what makes the EITC distinct and unique and different 
from the welfare systems is its requirement that at least some in- 
come be earned in order to receive the credit. In a sense the phase- 
in range for the credit is nothing more than a rough work test. 

Does this EITC create distortions? Well, as an economist I would 
have to argue of course it does, as do all taxes and transfers. On 
net, is it a positive work incentive for the population as a whole? 
1 find that highly unlikely especially when one takes into account 
the taxes being paid by the taxpayers who have to support the sys- 
tem. 

This argument, however, I believe begs the question on the 
EITC. It is less clear that providing say, $3,000 of earned income 
credit to someone who earns a modest income is any less of a work 
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disincentive than providing $3,000 of pure welfare benefits to some- 
one who does not work at ^1. 

Moreover, among those who might be given the greatest addi- 
tional incentives to work are those welfare recipients whose partici- 
pation in the work force would integrate them more fully into the 
rest of society — a point just emphasized by Mr. Greenstein. 

Unfortunately, as currently designed, I do have serious doubts 
that the EITC can be fully enforced by the IRS. As best as I can 
tell there have been three major sources of noncompliance with the 
EITC. 

The first had to do with individuals claiming the EITC even 
when they had not provided adequate information to meet various 
support tests and similar eligibility criteria. A second source of 
noncompliahce derived from excessive claims on number of chil- 
dren, a discussion you had quite extensively with the previous 
panel. 

My impression is that the IRS and Treasury, along with recent 
and proposed Congressional reforms, are going a long way to deal 
with these two particular problems. A final problem, however, is 
more fundamental. Now that the EITC rate is substantially in ex- 
cess of all Federal tax rates, including the Social Security tax, 
there is a powerful incentive for households not in the welfare sys- 
tem to overdeclare earnings even when there are none. This incen- 
tive is gradually creating what I call a new superterranean econ- 
omy. 

The IRS audits only a minor fraction of returns. Even if it au- 
dited everyone it would be very difficult to disprove whether self- 
emplo 3 nnent income was real or fictional. Moreover, in some cases 
legal work creation becomes profitable, as when neighbors simply 
exchange babysitting and then claim the EITC. 

It is unclear how far this problem has developed to date. None- 
theless, I believe that it is crucial that the problem be attacked 
sooner rather than later. 

My final point is that the EITC reform can be better accom- 
plished within broader reform of our tax and transfer structure. 
Reform of these systems as they apply to low-income individuals is 
almost never attempted on a comprehensive basis. As one con- 
sequence, the combined tax rate on AFDC recipients is still ex- 
traordinarily high, in excess of 70 percent at one times minimum 
wage; at two times minimum wage, and even at three times mini- 
mum wage. 

More comprehensive reform would allow one to try to deal with 
these complex interactions — ^for instance, by trying to integrate to- 
gether the child credit that is in the tax bills in Congress with the 
EITC. This issue was discussed with you by Congressman Petri, 
John Forman has also got some suggestions along these lines. 

Barring this more comprehensive approach something still must 
be done about potential overdeclarations of income. Someone be- 
sides the taxpayer, in particular in the case of self-employment in- 
come, has to be involved in the monitoring of the declarations of 
income. For tax systems traditionally that has been the employer 
who reports income to the IRS and for welfare systems that has 
traditionally been local welfare agencies. 
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In sum, the EITC is not a perfect program. It represents a com- 
promise among many competing goals. Its current design may rep- 
resent merely a step toward replacing welfare with a broader sup- 
port system more oriented toward work. At a minimum, the EITC 
today must be reformed to avoid the creation of a larger super 
terranean economy where overdeclarations of earnings can gen- 
erate excessive claims for the credit. Ideally reform would be con- 
sidered along with other welfare and tax reforms including any 
child credits that might be considered by Congress at this time. 

Thank you. 

[The prepared statement and attachments follow;] 
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STATEMENT OF C. EUGENE STEUERLE, PH.D. 

SENIOR FELLOW, THE URBAN INSTITUTE, WASHINGTON, D.C. 

Mr. Chairman and Members of the Committee 

Among the many provisions being considered for reform this year is the earned income tax 
credit (EiTC). in size and scope the EITC has become one of the most important elements of the 
nation’s combined tax/transfer scheme applying to low-income individuals. A major reason for Its 
expansion is that the EITC generally has obtained bipartisan support within the context of major tax 
and budget reforms. I myself introduced EITC indexing into the 1984 Treasury proposals leading 
up to tax reform in 1986. It is not surprising that after such a period of legislative expansion, we 
would begin a more in-depth examination of the credit. An important part of that examination relates 
to how well the credit fulfills its various goals and whether there are alternative or better ways of 
fulfilling the same objectives. My own conclusions can be summarized as the following: 

(1 ) As a society, we are engaged in a fundamental, but difficult, attempt to try to find alternatives 
to welfare. The EITC, as a device to try to make work more attractive than welfare, 
represents an important step in that direction. 

(2) All transfers and taxes distort some choices, and the EITC is no exception. The EITC can 
be best assessed against alternatives that attempt to help low-income households and 
workers, not as a stand-alone provision. 

(3) As currently designed, the EITC cannot be fully enforced by the IRS and, to deter abuse, 
must be supplemented by further restrictions or restructured. 

(4) EITC reform often can better be accomplished within broader reform of our tax and transfer 
structure. 

Background 

The growth of the EITC in recent years has been relatively swift; indeed, it has been perhaps 
the fastest growing of all federal budget items whose growth is due to recent legislative action. Table 
1 traces some of that growth. As can be seen, the credit was expanded substantially in the Tax 
Reform Act of 1986 and the budget agreements of 1990 and 1993. Interestingly, the Clinton 
Administration likes to point to the EITC expansion as one of its major accomplishments, while some 
critics like to blame this Administration for any defects of the credit. Yet the largest expansions of 
the credit took place under Presidents Reagan and Bush - at least when measured in terms of total 
cost. 


Over the years, the EITC has been argued to fulfill several purposes. One is simply to 
provide assistance to low-income individuals. In this regard, it has achieved modest success, as can 
be seen in the antipoverty statistics of Table 2, although it pales in comparison with social insurance 
programs such as Social Security. Of course, the EITC is targeted to many low-income families 
whose Income is in excess of the fairly low, official poverty levels. 

A second purpose of the EITC is to provide an offset to Social Security taxes and, perhaps, 
other federal taxes. For most families today, the combined employer and employee Social Security 
tax rate is more important than the income tax rate. It is not hard to understand why: the Social 
Security tax rate is 1 5.3 percent on all earnings, whiie personal exemptions and standard deductions 
set tax-exempt amounts that insure that low-income individuals pay almost no income tax. For 
incomes in excess of tax-exempt amounts, the income tax rate for most taxpayers is 15 percent only 
on the excess amount. 

The EITC expansions of 1990 and 1993, however, could not be justified as offsets to federal 
taxes. The rate of credit was scheduled to rise as high as 25 percent under the 1 990 agreement and 
as high as 40 percent under the 1993 agreement (see Table 3). Since most individuals at low-income 
levels do not pay income tax, and the Social Security tax rate is 15.3 percent, the EITC pays out far 
more to many individuals than they pay in any form of federal tax. 

While the 1990 and 1993 reforms mainly increased the rate of credit, they made some other 
changes as weil, such as an expanded credit for families with more than one child and a reformed 
definition of eligibility that was based more upon the home in which a child resided and less upon 
the amount of monetary support provided. These reforms did not change fundamentally the 
structure of the EITC system, the income levels at which a maximum credit would be reached, and 
the levels at which no credit would be made available. 

A final rationale for the credit was to provide work incentives. Here, the target was primarily 
individuals who were on or who might otherwise receive welfare. The connection to other types of 
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transfers -- in particular, Aid to Families With Dependent Children (AFDC) - is made fairly obvious 
by the restriction of the credit primarily to families with children. This work incentive goal cannot 
really be separated from the broader transfer and antipoverty goals. That is, the EITC cannot be 
justified as work incentive alone, but only as an alternative to other mechanisms to try to make 
transfers to low-income individuals. 

Although comparisons to AFDC have been made throughout the history of the credit, more 
recently it has also been contrasted favorably to increases in the minimum wage. Many economists 
believe that increasing the minimum wage reduces the jobs that would be made available to workers 
whose productivity is between an existing minimum wage and some, new, higher level. Analyses 
of minimum wage workers, moreover, show that many of them are in middie-income families: older 
workers with assets and pension income, and married couples where one spouse already works at 
much higher wages. Accordingly, the EITC has received much support as an alternative not only to 
welfare, but to minimum wage increases. In this regard, some health reform proposals, such as that 
of President Bush in 1992, included a health credit modeled largely after the EITC. Again, the 
argument was that such a credit would be superior to the implicit increase in the minimum wage that 
would follow a mandate on employers to buy health insurance. 

In sum, the EITC does not meet any of its goals perfectly. As a compromise, however, it often 
meets the combined goals better than other alternatives, including a pure welfare system and 
mandates on employers. 

From Welfare to a Work-Oriented Support System 

Whether as a transfer to low-income individuals, an offset to other federal taxes, or a better 
subsidy than pure welfare or employer mandates, the history of the EITC makes it clear that It is an 
incremental step toward a different design of our combined tax/transfer system, as it applies to low- 
income Individuals. Indeed, budget accounting uniquely counts separate portions of the EITC as 
both tax reduction arxt expenditure outlay - demonstrating, once again, the need to view our tax and 
transfer systems in an integrated fashion. 

What makes the EITC different from most welfare systems is its requirement that at least 
some income be earned in order to receive the credit. In a sense, the phase-in range for the credit 
Is nothing more than a rough work test. Relative to welfare that pays the highest benefits to those 
with no earnings or income, the phase in of the credit has been designed to provide a maximum 
benefit at income levels approximating a full-time minimum wage job. 

Recent years have witnessed several attempts to convert our welfare system more into a 
work-oriented support system. EITC expansions are only one example. Mandates that welfare 
recipients work and attempts to time-limit welfare are others. So also are targeted jobs credits and 
attempts to Increase so-called disregard (minimum amounts of income that can be earned without 
loss of welfare benefits). None of these mechanisrrts, unfortunately, has solved many of the complex 
problems related to work and marriage penalties in transfer programs. Nonetheless, I would hate 
to see us reverse course and go back toward a purer welfare system. We seem to be in a transition 
stage, but without a clearcut map on how we will continue to proceed. 

EITC Distortions and Effects on Work 

Does the EITC create distortions? Of course it does, as do all elements of our tax and 
transfer system. On net, is it a positive work incentive for the population as a whole? Highly 
unlikely. All transfers are backed up by taxes ~ first, by direct taxes to support the system, and, 
second, by indirect taxes when benefits are phased out as the income of beneficiaries increases. 
On net across all of society, the financing of transfer systems will tend to increase the potential taxes 
or losses from working more to a greater extent than the transfer might increase the potential gains 
to some individuals from working more. Of course, the eventual effect on labor force participation 
depends greatly on response rates to such incentives. 

This argument, however, begs the question. If we as a society are committed to providing 
some minimal levels of well-being to individuals, especially children, then it is much less clear that 
providing, say, $3,000 of EITC benefits to someone who earns a modest amount of income is any 
less of a work disincentive than providing $3,000 of pure welfare benefits to someone who doesn't 
work at all. The EITC can best be assessed, ttterefore, against other alternatives that are designed, 
in part, to provide transfers to low-income individuals. Moreover, among those who might be given 
the greatest additional incentive to work are those welfare recipients whose participation in the 
workforce would integrate them more fully Into the rest of society. 
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Compliance and the Suoerterranean Economy 

Unfortunately, as currently designed, I doubt seriously that the EITC can be fully enforced 
by the IRS. The question of abuse, however, is a complex one that is easily confused because there 
have been several potential sources of abuse, some of which have been dealt with and some not. 

Although the data from the IRS are incomplete, as best as I can tell, there have been three 
major sources of noncompliance with the EITC. The first had to do vinth individuals claiming the EITC 
even when they had not provided adequate support to meet support tests and similar eligibility 
criteria In the tax system. Some recent reforms went a long way to correcting this problem by 
changing some of the eligibility criteria and making the primary test the presence of the child within 
the home of the claimant. I should mention that the complex support tests and head of household 
tests in the current tax law remain a source of confusion and error even beyond the EITC. 

The second source of noncompliance derived from excessive claims of children (and even 
fictional adults) within the household. Again, while the jury is partly out on the size of this problem 
that remains, my impression is that the IRS and Treasury have made considerable headway toward 
solving this problem, and that both Congress and the Administration will probably support some 
further procedures to insure the validity of social security numbers of taxpayers and their claimed 
children. 

A final problem, however. Is more fundamental. In normal tax and transfer systems, there 
Is a tendency to underdeclare income to avoid taxes and the loss or phase out of benefits as 
incomes rise - creating what is sometimes called the subterranean economy. Now that the EITC 
credit rate is substantially in excess of the Social Security tax rate - that is, in excess of the only 
direct tax paid by many EITC recipients - there is a powerful Incentive for households not in the 
welfare system to overdeclare earnings even when there are none. This incentive is gradually 
creating a new superterranean economy. 

Since the IRS audits only a very minor fraction of returns, usually much less than 1 percent 
of returns of low-income individuals, it is very difficult for it to monitor superterranean economy work 
that never takes place. Even if it audited everyone, it is very difficult to disprove that whether self- 
employment income was real or fictional. Moreover, in some cases, legal work creation becomes 
profitable, as when neighbors exchange babysitting for each other in order to benefit from the credit. 

It Is unclear how far this problem has developed to date. Welfare recipients, for instance, 
may still lose more than they gain from overreporting Income. In this regard, let me note that the 
research on EITC noncompliance to date is inadequate and has been inadequately designed to get 
at the extent of some of these problems. Nonetheless, I believe that it is crucial that the problem 
be attacked sooner, rather than later. To deter further abuse, the EITC must be supplemented by 
further restrictions or partially restructured. 

EITC Reform Within the Broader Tax and Transfer Structure 

EITC reform often can better be accomplished within broader reform of our tax and transfer 
structure. The simple fact is that reform of these systems, as they apply to low-lncx>me Individuals, 
is almost never attempted on a comprehensive basis. Most tax/transfer reforms, including of the 
EITC, have traditionally not been comprehensive, but, instead, have represented patches onto the 
existing system. As one consequence, as shown in Rgure 1, the combined tax rate on AFDC 
recipients who take minimum wage jobs is still extraordinarily high ~ even If one assumes full 
implementation of EITC expansions adr^ted in 1993. And that rate remains above 70 percent at 
1 1/2 times, 2 times, even 3 times minimum wage. What that means, more generally. Is that work 
In the formal sector still doesn't pay much, making occasional work In the Informal sector a better 
deal, despite recent EfTC expansions. 

More (xrmprehensive reform would allow one to try to deal with complex interactions among 
programs, for Instance, by trying to integrate together the child credit that Is in tax bills In Congress 
with the EITC in ways that would reduce the very strong penalties on work and marriage in the 
current system. A more universal child credit, for Instance, might be combined with an EITC phased 
in at a rate equivalent to the Social Secxirity tax rate. 

Barring this more comprehensive approach, something still must be done about potential 
overdeclarations of income. Someone beside the taxpayer has to be involved in the monitoring of 
declarations of income. For tax systems, traditionally that has been the employer who reports 
income to the IRS; for welfare systems, local welfare agencies have served as monitors. 
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Underreporting in the traditionai tax system has aiways been a serious problem for independent 
contractors, sole proprietors, and some self-employed precisely because there is no one else 
keeping books on the same transactions. This same group is the one for whom potential 
overdeclaration of income would be hardest to audit. 

An EITC with a subsidy rate of 15.3 percent might aiso be combined with a employer job 
aedit that was required to be passed on to employees, but was refundable only to the extent of other 
taxes paid over by the employer to the IRS. thus , total EITC might be iimited by amount of tax 
payments made by a company on its behalf and as withholdings on employees. Or for those with 
minimal Income tax liability, some form of earnings supplement might be made availabie through 
welfare agencies. 

Again, I do not wish to impiy that a more administrable system will not entail costs or a loss 
of benefits to some individuals. But the current system, in my view, is unsustainable because it has 
no basic way to audit or enforce compliance on the overreporting of earnings. If we keep building 
on this system of subsidizing jobs - a task that could well be taken up by the states with block grant 
money - we must develop better administrative mechanisms. 

Conclusion 

Relative to pure welfare systems and many types of employer mandates, the EITC 
represents an attempt to increase transfers to low-income individuals without some of the 
extraordinary work penalties of traditional welfare or some of unemployment and other costs 
imposed on low-income workers by minimum wage increases and other mandates imposed on 
employers. 

The EITC is not a perfect program. It represents a compromise among many competing 
goals. Its current design may represent merely a step toward replacing welfare with a support 
system better oriented toward work. At a minimum, the EITC soon must be reformed to avoid 
creation of a superterranean economy where overdeclarations of earnings generate excessive 
claims for the credit. Ideally, its reform would be considered along with other welfare and tax 
reforms, including any child credits that might be provided. 
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Table 1 


AMOUNT OF EARNED INCOME TAX CREDIT 

Total Amount of Credit 
($ billions) 


Year 

Pre-1986 

1986 Reforms 

1 990 Reforms 

1 993 Reforms 

1975 

1.3 

- 

- 

- 

1980 

2.0 

- 

- 

- 

1985 

2.1 

- 

- 

- 

1990 


7.5 

- 

- 

1995 


11.1 

20.0 

24.8 

1998 


12.9 

23.0 

30.4 

SOURCES: 

Janet Holtzbiatt, Janet McCubbin, & Robert Gillette, "Promoting Work Through the 


XLVIl, September 1994. 


Table 2 

ANTIPOVERTY EFFECTIVENESS OF CASH AND NEARCASH TRANSFERS; 1993 



All Persons 

Persons in 

Families with 

Children 

Total Population (thousands) 

259,588 

144,754 

Number of poor individuals (thousands) 

Cash income before transfers 

59.901 

32,244 

Plus social insurance 

42,116 

28,753 

Plus means-tested cash transfers 

38,963 

26,726 

Plus food and housing benefits 

30,794 

20,183 

Less Federal taxes 

33,442 

22,183 

Plus EITC 

28,898 

17,750 

Number of individuals removed from 
poverty due to (thousands) 

Social insurance 

17,785 

3,491 

Means-tested cash transfers 

3.153 

2,027 

Food and housing benefits 

8,170 

6,543 

Federal taxes 

-2,648 

-2,000 

EITC 

4,544 

4,453 

TOTAL 

31,003 

14,494 


SOURCE: Sandra Clark and Sheila Zedlewski, The Urban Institute. Based on data from the 
March 1994 Current Population Survey. Assumes full implementation of EITC changes 
due by 1996, but population, poverty, and income levels In 1993. 
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Table 3 

EARNED INCOME TAX CREDITS PARAMETERS; PRE-1990 LAW, 1990 LAW, AND 1993 LAW 

(All S amounts are in 1994 dollars) 

PRE-1990 LAW 



Credit 

Rate 

Up To 

Maximum 

Credit 

Phase-out 

Rate 

Phase Out Range 
Beginning At Ending At 

1990 

14% 

7,990 


10.0% 

12,580 

23,760 

1994 and after 

14% 

7,990 


10.0% 

12,580 

23.760 



1990 LAW 





Credit 

Up To 

Maximum 

Phase-out 

Phase Out Range 


Rate 


Credit 

Rate 

Beginning At 

Ending At 

1991 







Ikid 

16.7% 

7.990 

1,334 

11.9% 

12,580 

23.760 

2 kids 

17.3% 

7.990 

U82 

12.4% 

12.580 

23.760 

1992 







Ikid 

17.6% 

7.990 

1.406 

12.6% 

12.580 

23,760 

2 kids 

18.4% 

7.990 

1.470 

13.1% 

12.580 

23,760 

1993 







Ikid 

18.5% 

7.990 

1478 

13.2% 

12.580 

23,760 

2 kids 

19.5% 

7.990 

1558 

13.9% 

12.580 

23,760 

1994 and thereafter 







Ikid 

23.0% 

7.990 

1838 

16.4% 

12,580 

23.760 

2 kids 

25.0% 

7S90 

1998 

17.9% 

12.580 

23.760 



1993 LAW 





Credit 

Up To 

Maximum 

Phase-out 

Phase Out Range 


Rate 


Credit 

Rate 

Beginning At 

Ending At 

1994 







Ikid 

26.3% 

7.750 

2.038 

16.0% 

11.000 

23.755 

2 kids 

30.0% 

8.400 

2.520 

17.6% 

11,000 

25,300 

No children 

7.7% 

4,000 

306 

7.7% 

5.000 

9,000 

1996 and thereafter 







Ikid 

34.0% 

6,000 

2sm 

16.0% 

11.000 

23.755 

2 kids 

40.0% 

8,400 

3360 

21.0% 

11.000 

27,000 

No children 

7.7% 

4.000 

306 

7.7% 

5,000 

9,000 


C. Eugene Steuerle and Gordon Mermin. THE URBAN INSTITUTE 






Figure 1 : Tax Rate on Minimum Wage Job 

By Source of Income Loss - Long-Term 
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Bars show proportion of income from a transition to full-time, minimum wage work that would be lost 
due to taxes and changes in benefits from the indicated programs. Tax credits for workers shown as 
negative. Sample weighted by (household weight)*(change in earnings). 

Source: Linda Giannarelli and C. Eugene Steuerle, THE URBAN INSTITUTE. 
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Chairman Johnson. Thank you very much. 

Mr. Scholz. 

STATEMENT OF JOHN KARL SCHOLZ, PH.D., ASSOCIATE 

PROFESSOR, DEPARTMENT OF ECONOMICS, LA FOLLETTE 

INSTITUTE OF PUBLIC AFFAIRS; AND INSTITUTE FOR RE- 
SEARCH ON POVERTY, UNIVERSITY OF WISCONSIN-MADISON 

Mr. SCHOLZ. Thank you, very much, Madam Chairman and 
Members of the Committee, for inviting me to testify on the effec- 
tiveness and design of the EITC. The EITC plays a central role in 
policy as it affects the working poor. Over the past 20 years there 
has been a striking change in the bottom of the Nation’s earnings 
distribution, beginning in the seventies but accelerating over the 
eighties. 

In 1973, the median male, without a high school diploma earned 
$24,000. By 1989, the median worker with the same level of edu- 
cation earned nearly $10,000 less in constant dollars. The trend is 
nearly dramatic for males with only a high school degree. The ero- 
sion of the Nation’s labor market opportunities for people with low 
levels of education has placed enormous strains on the Nation’s 
antipoverty program. Against this backdrop, the EITC has provided 
an important supplement to the earnings of low-skilled workers. 

Many low-income families are not required to file a tax return 
even though by filing they may receive the EITC. If the credit is 
to be successful at meeting the objective of making work pay, fami- 
lies who are eligible for the credit should receive it. The best avail- 
able evidence suggests that that indeed happens to a large extent; 
the participation rate of the EITC is around 80 to 86 percent. 

The participation rate of the credit is strikingly high when com- 
pared to the AFDC and food stamp participation rates. The United 
Kingdom has an EITC-like program called the family credit admin- 
istered through the transfer system and directed toward families 
with children. Official estimates place the participation rate of the 
family credit at only around 50 percent. Thus, both compared to 
the other inkind transfers in the United States and comparable 
work-related benefits in the United Kingdom, the EITC gets high 
marks for reaching those who are eligible for the benefit. This is 
the primary advantage of administering the EITC through the in- 
come tax system. 

Nearly 50 percent of EITC payments by 1996 will go to taxpayers 
with incomes below the poverty line, and 36 percent of total EITC 
payments, more than $6 billion, will directly reduce the poverty 
gap — the difference between total cash income and the poverty line. 
More than 75 percent of EITC benefits go to taxpayers with wages 
that would place them in the bottom 25 percent of all workers with 
children. That is below $7.30 an hour, "rhus, the EITC is well tar- 
geted. 

As people have mentioned, the EITC has different labor supply 
incentives depending on where the taxpayer’s income is relative to 
the subsidy, flat and phaseout ranges of the credit. The subsidy 
range of the credit provides mixed incentives to work; the flat and 
phaseout ranges provide an unambiguous incentive to reduce hours 
of work. Most EITC recipients are in these ranges which raises the 
concern that the EITC may lead to a net reduction in the work ef- 
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fort of low-income workers. As Marv mentioned, this concern is 
borne out in studies on this issue. 

The economic magnitude of these effects is small. The estimates 
that I deem most reliable suggests that the average reduction in 
hours worked, will be around 11 per year or one-h^f a percentage 
point of their total annual hours. 

Moreover, to the extent that taxpayers are unaware of the effects 
of the credit on aftertax wages, both the positive effects of the cred- 
it and the subsidy range, and the negative effects of the credit on 
taxpayers in the phaseout range are overstated. 

In sum, the best available empirical evidence suggests that the 
EITC has a small but detrimental effect on the hours of workers. 
The credit exerts unambiguously positive labor market incentives 
on the decisions of whether or not to work. 

The empirical work on this topic shows that the increase in net 
wages, provided by the EITC, positively affects labor market par- 
ticipation and negatively affects public assistance participation, 
particularly among single parents. 

This increase in participation is likely to offset or more than off- 
set the reduction in hours worked. The evidence suggests that the 
EITC probably will, in aggregate, increase the hours worked by 
low-income people, but the positive effect is likely to be small. 
Thus, the EITC is not a magic bullet solution to the problems of 
low-wage labor markets. 

At the same time, the modest positive labor market effects of the 
EITC should be contrasted to the detrimental effects on both labor 
market participation and hours of work associated with other 
income transfer programs. 

In the past years, a large number of ineligible taxpayers claimed 
the EITC according to unpublished data from the IRS Taxpayer 
Compliance Measurement Program. In 1988, over 30 percent of 
EITC claimants were ineligible; roughly one-third of the dollar 
claims were inappropriate. 

The GAO testified in 1993 that the credit has been the source of 
more taxpayer mistakes than any other individual income tax 
provision. 

The future viability of the EITC depends on the ability of the IRS 
to reduce noncompliance. Doing so requires two distinct tasks. 
First, programs must be put in place to detect accurately and re- 
port the degree of noncompliance and its causes. 

I was pleased to read IRS Commissioner Richardson’s testimony 
that the IRS will be doing a detailed EITC compliance study that 
is to be completed in 1995. Without credible numbers on the EITC 
noncompliance and evidence about the source of noncompliance, it 
is difficult to design policy to address the problem. 

The IRS has now taken the second step needed to address non- 
compliance and that is giving greater scrutiny on verifiable items 
on tax returns. The IRS created an uproar this filing season due 
to refund delays as it reviewed SSNs more closely. 

Nevertheless, this effort together with matching employee and 
employer W-2 reports seem to be the best way of combatting the 
noncompliance that jeopardizes the program. 

As long as the credit is based on items the IRS is able to verify 
there is nothing inherent in the credit that would lead to unusually 
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high levels of noncompliance. Moreover, other areas of the Tax 
Code, for example, schedule C also have large amounts of non- 
compliance associated with them. 

As a matter of sound policy, the costs of reducing noncompliance 
in every aspect of the Tax Code should be compared to its benefits, 
so the IRS uses taxpayer resources in as efficient a way as possible. 

Just to conclude, the erosion of the bottom of the Nation’s labor 
market imposes a pressing policy problem. The EITC is a sensible, 
well-targeted policy to address the problem. The credit is threat- 
ened by noncompliance. 

I now sense that the IRS is taking strong steps to attack this 
problem. Their efforts should be given time to work. The reason for 
this is that in other respects the credit is working well. 

Most eligible taxpayers receive the credit; its labor market effects 
are probably in aggregate beneficial, and without a doubt, they are 
less pernicious than alternative ways of assisting the working poor; 
the credit is well targeted toward poor and near-poor families; and 
last, families receiving the EITC are working, an action that, in my 
opinion, should be encouraged. 

Thank you. 

[The prepared statement follows:] 
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Mr Chairman and Members of the Committee: 

Thank you for inviting me to testify on the effectiveness and design of the earned income tax 
credit (EITC). The EITC plays a central role in policy as it affects the working poor. Over its history, 
the EITC has received strong bipartisan support, as reflected by the fact that it was increased in 1986 
and increased sharply in 1990 and 1993. The real value (in 1993 dollars) of the maximum EITC 
varied between $739 and $1,068 between 1975 - the year the EITC was adopted - and 1990. By 1996 
the real value of the EITC will be roughly three times its 1990 level as a consequence of the 1990 and 
1993 legislative changes. 

The effectiveness of the EITC depends on (i) whether or not people eligible for the credit actually 
receive it, (ii) the labor market effects of the policy, and (iii) ensuring that those not eligible for the 
credit do not receive benefits. The first part of my testimony focusses on these aspects of policy 
design. The final section discusses a variety of EITC-related policy options. 

Labor markets for low>skjlled workers io the US. have oot performed well over the last 20 years 

To understand the role of the EITC, and in particular, its charmed existence over the past 20 
years, a couple of facts about the labor market for low>skilled workers in the U.S. are usefbl. As Table 
1 shows (next page), there has been a striking change in the bottom of the nation’s earnings 
distribution, beginning in the 1970s, but accelerating over the 1980s. In 1973, the median male 
without a high school diploma earned $24,079 (in 1989 dollars), by 1989 the median worker with the 
same level of education earned $14,439. The trend is nearly as dramatic for males with only a high 
school degree. In 1973, the median male had an income of $30,252, by 1989 the median male with a 
high school degree had an income of $21,650. Average hourly earnings in private nonagricultural 
industries peaked in 1973 at $8.55 per hours (in 1982 dollars) and, in 1994 were $7.40 per hour. The 
erosion of labor market opportunities for people with low levels of education has placed enormous 
strain on the nation’s antipoverty programs. Against this backdrop, the EITC has provided an 
important supplement to the earnings of low-skill workers. 

The participation rate of the credit of the EITC is high 

A family receives the EITC by filing a tax return, but many low-income families are not legally 
required to file returns. A married couple with two children, for example, was required to file a tax 
return in 1994 only if they had income above $16,150, though with an income considerably less than 
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that, the couple would be entitled to an EITC of over $3,000. If the EITC is to be successful at 
meeting the objective of "making work pay," families who are eligible for the credit should receive it. 

Table 1: Median Income of Persons 25 and Over, by Educational Attainment and Gender, 
Selected years, 19S9 Dollars 

Males 




High School 


College 

Year 

1-3 Years 


4 Years 

4+ Years 

1967 

$22,858 


$26,894 

$39,186 

1970 

23,442 


28,034 

40,527 

1973 

24,079 


30,252 

41,065 

1979 

18,697 


26,416 

36,626 

1983 

15,138 


21.932 

35,188 

1989 

14,439 


21.650 

37,553 


Source: Robert Haveman and John Karl Scholz, "Transfers, Taxes, and Welfare Reform," National Tax 
Journal. June, 1994. 417-434 


It is surprisingly difficult to estimate the percentage of EITC-eligible taxpayers who receive the 
credit - the EITC participation rate. Household surveys generally collect the information needed to 
determine eligibility but do not provide information on EITC recipiency. Tax data are best for 
estimating EITC recipiency, but not all households file tax returns so they are unsuited for estimating 
EITC eligibility. In an earlier paper I used unique data that allowed me to determine EITC eligibility 
and EITC recipiency m the same data set; specifically, 1 use data from the 1990 Survey of Income and 
Program Participation (SIPP) matched by social security number to selected items from individual 
income tax returns.' The paper describes, in great detail, the steps needed to calculate participation 
rates, Of the roughly 10 million taxpayers eligible for the credit in 1990, 1 estimate that between 75 to 
90 percent received the credit. For reasons given in the paper, my preferred estimates place the 
participation rate at 80 to 86 percent. 

The high participation (or take-up) rate of the credit is striking when compared to the AFDC 
participation rate of 62 to 72 percent and the food stamp participation rate of 54 to 66 percent.’ The 


'For a more detailed discussion of participation rates, see John Karl Scholz, "The Earned Income Tax 
Credit: Participation, Compliance, and Anti-poverty Effectiveness," National Tax Journal . 47(1) (March, 
1994): 59-81. 

’These figured are calculated from the 1986 and 1987 panels of the Survey of Income and Program 
Participation (SIPP) by Rebecca M. Blank and Patricia Ruggles, in their paper "When Do Women Use 
AFDC and Food Stamps? The Dynamics of Eligibility Versus Participation," mimeo, Northwestern 
University and the Urban Institute, Washington, D.C., June. 1993. 
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United Kingdom has an EITC-like program called the Family Credit. It is administered through the 
transfer system and directed toward families with children. Official estimates place the participation 
rate of the Family Credit at around 50 percent. Thus, both compared to other in-kind transfers in the 
U.S. and comparable work-related benefits in the United Kingdom, the EITC gets high marks for 
reaching those who are eligible for the benefit. 

The EITC is well targeted 

Nearly 50 percent of EITC payments by 1996 will go to taxpayers with incomes below the 
poverty line and 36 percent of total EITC payment will directly reduce the "poverty gap" - the 
difference between total cash income and the poverty line. Because of the design of the credit, 
however, ail benefits (other than those obtained fraudulently) go to taxpayers with incomes that are no 
more than 73 percent of the median family income in 1993. Put differently, the highest income an 
EITC-eligible taxpayer can have is $27,000 while the median family income in 1993 was $36,959. In 
this sense, the EITC is fairly well targeted to working poor or near-poor families. 

There is little evidence that a significant number of EITC recipients are high-wage, part-time 
employees. Based on tabulations from the Survey of Income and Program Participation, 1 calculate 
that more than 75 percent of EITC benefits go to taxpayers with wages that would place them in the 
bottom 25 percent of all workers with children (below $7.30 per hour). More than 95 percent of all 
EITC benefits are paid to workers with wages below the median of $1 1.1 1 per hour. The EITC could 
be even more tightly targeted to lower income taxpayers by increasing the phase-out rate of the credit. 
Given the evidence on labor market incentives discussed below, doing so would probably not have 
particularly large deleterious labor market effects. 

The EITC’s labor market incentives vary with the income of the taxpayer 

The EITC has different labor supply incentives depending on the taxpayer's income relative to the 
subsidy, flat, or phase-out range of the credit. The subsidy range of the credit increases the worker’s 
marginal return to labor. For taxpayers with Incomes in the subsidy range, the wage subsidy is thought 
to encourage work. At the same time, the income supplement provided by the EITC is thought to 
decrease recipients' labor supply because more money In hand means that they will choose to work 
less. The net effect is ambiguous. Households in the flat range of the credit receive the maximum 
EITC payment and no marginal subsidy for increased work, so these households have no marginal 
incentive to increase their hours of work, and the EITC supplement provides incentive to work less. In 
the phase-out range, the EITC is reduced as additional income is earned, which is akin to an additional 
tax on earnings. Thus the additional tax and the additional income both encourage workers to decrease 
their hours of work. For households that are not working, it is hoped that the wage subsidy provided 
by the EITC will encourage participation in the labor market. 

The aggregate labor market effects of the credit depend on the distribution of taxpayers within the 
credit's ranges and the degree to which they respond to incentives. In my National Tax Journal paper 1 
estimate that 77 percent of EITC recipients will have incomes that fall in the flat or phase-out range of 
the credit in 1996, which raises the concern that the EITC may lead to a net reduction in the labor 
supplied by low-income workers. The fact that an incentive exists, however, does not necessarily 
mean that people act on the incentive in an economically significant manner. In the following sections 
1 describe work performed with Stacy Dickert and Scott Houser on the likely effect of the EITC on 
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labor market behavior.^ 

The EITC will have a smalls negative effect on the hours worked by people already working 

A large body of work in economics examines the effect of taxes and transfers on the hours 
worked by those in the labor market. Dickert, Houser and I survey this literature and use the empirical 
results from these studies to simulate the effects of the OBRA93 EITC expansions from 1993 to 1996. 

Table 2 (next page), which is drawn from our paper, shows the effect of the 1993 EITC 
expansion, using 3 sets of labor supply estimates from studies that explicitly model the tax and transfer 
system. Between the estimates labelled "MaCurdy, Green, and Paarsch" on the low end, and 
"Hausman" on the high end, the estimates appear to span the range of estimates found in the literature. 
As expected, we find that the EITC will reduce hours for every group except those in the subsidy 
range of the credit. Studies of labor supply find th^ secondary earners are more responsive to changes 
in taxes and wages than are primary earners. Accordingly, our estimated labor supply responses are 
larger for secondary-earners in two-parent families than they are for primary earners or single-parent 
families. 

Our reading of the literature suggests Triest's estimates most closely reflect consensus estimates 
from various branches of the literature. Triest’s estimates imply that taxpayers in the subsidy range of 
the credit will increase hours by roughly 38 hours per year, while taxpayers in the flat and phaseout 
range will reduce hours by 3 and 21 hours per year, respectively. When aggregated, EITC recipients 
are estimated to reduce hours by an average of 1 1 per year. Hausman's estimates are roughly 8 times 
as large, while the MaCurdy et al. estimates show virtually no response. Our estimates are consistent 
with, but update earlier estimates from a 1993 study by the General Accounting Office. 

While the credit, in aggregate, is likely to reduce the hours worked by workers, the economic 
significance of these effects is small. Moreover, to the extent that taxpayers are unaware of the effects 
of the credit on after-tax wages, both the positive effects of the credit in the subsidy range, and the 
negative effects of the credit on taxpayers in the phase-out range, is overstated. Thus, the best 
available empirical evidence suggests that the EITC has a small, but detrimental, effect on the hours of 
workers. 

The EITC will have a small, positive effect on labor market participation that probably is 
sufficient to make the aggregate effect of the EITC on hours of work positive 

What’s missing from the literature and our calculations from Table 2 are estimates of the ElTC’s 
effect on labor market participation. The credit has unambiguously positive labor market incentives on 
the decision of whether or not to work. Few papers provide guidance for thinking about the size of the 
effects of the EITC on labor market participation. This is somewhat surprising, as there is widespread 
agreement among economists that the strongest empirical labor market effects of wages and nonlabor 
income are on participation, rather than hours of work. 


^The following discussion of the tax treatment of low-income households and the effects of the EITC 
on labor market participation and hours of work is described in more detail in Stacy Dickert, Scott 
Houser, and John Karl Scholz, "The Earned Income Tax Credit and Transfer Programs: A Study of 
Labor Market and Program Participation," Tax Policy and the Economy. James M. Poierba (ed.). 

National Bureau of Economic Research and the MIT Press. 1995, volume 9, pages 1-50. 
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Table 2: Simolated Labor Supply Responses to Changes in EITC Law from 1993 to 1996 

Estimated Percent Change in Annual Hours Worked 
Kinked bucket set simulations^ 



MaCurdy et al. 

Triest 

Hausman 

All Recipients (160) 

-0.09 

-0.54 

-4.04 

By credit range 

Subsidy (80) 

1.88 

3.92 

13.46 

Flat (140) 

-0.09 

-0.19 

-1.79 

Phaseout (160) 

-0.53 

-1.11 

-4.73 

By marital status 

Husbands (180) 

0.00 

-0.34 

-3.17 

Wives (140) 

-1.47 

-3.03 

-11.36 

Single female heads (160) 

-033 

-l.U 

-4.02 

Single male heads (160) 

0.00 

-0.18 

-1.56 

By sex 

Male (180) 

0.00 

-0.34 

-3.15 

Female (160) 

-0.57 

-1.17 

-4.33 


Note: See Dickert, Houser, and Scholz (1995) (the complete citation is in footnote 3) for further detail. 
Median monthly hours are in parentheses. 


We identify the effects of the EITC on labor market participation by making use of the striking 
variation across states in the after-tax return to work.^ The typical low-income family in Texas, for 
example, faces relatively low cumulative tax rates this calculation reflects both explicit tax rates from 
the federal income and payroll taxes, and implicit tax rates from benefit-reduction rules of food stamps 
and AFDC. Low tax rates are primarily a consequence of the low levels of AFDC benefits available to 
families in Texas. A household in similar circumstances in New York faces considerably higher rates, 
primarily because of the higher level of AFDC benefit. We find, for example, that average tax rates 
can exceed 85 percent for New York families receiving AFDC that enter the labor market and work 
anywhere from 8 to 35 hours per week. Tliis implies that this family, when making labor market 
participation decisions, will receive no more than IS cents for every dollar earned in the labor market 
over a broad range of hours. If tax rates affect labor market participation, we expect labor market 


*We characterize this variation using a detailed, microsimulation model we have developed that uses 
monthly data for the 1990 calendar year drawn from the Survey of Income and Program Participation 
(SIPP). The model is coded in the computer language C, runs on a personal computer, and contains 
detailed modules for SSi, AFDC, food stamps, the federal income tax, state income taxes, and payroll 
taxes. See Dickert, Houser, and Scholz (1995) for further details. 
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participation to be higher in low-beneht states than in high-benefit stales, holding other observable 
characteristics constant. 

Our study shows that net wages positively and significantly affect labor market participation and 
negatively affect transfer program participation, particularly for single parents. Moreover, this result is 
not an artifact of our particular empirical specification, but clearly emerges in the underlying data even 
when we do not control statistically for other factors. 

The empirical evidence on the effects of the OBRA93 EITC expansion on labor market behavior 
is summarized in Table 3 (next page). We model the effect the EITC increase on net-of-tax wages, 
and calculate the implied change in the probability that individuals work. At the mean, the EITC 
increases the net wage of single-parent families by IS percent. This leads to a 6.2 percent increase in 
their probability of working. If each new labor market entrant works an average of 20 hours per week 
for 20 weeks a year, the hours of single parent families would increase by roughly 72 million hours 
per year. Similar calculations show that the armual hours of primary earners in two-parent families 
would increase by roughly 12 million hours. 

The EITC will probably discourage labor force participation of secondary workers in two-parent 
families, as entering the labor market is likely to place the family’s income in the flat or phase-out 
range of the credit. Specifically, on average we calculate that the after-tax return to work for 
secondary earners will fall by nearly 5 percent as a consequence of OBRA93. We expect that to 
decrease labor market participation of secondary earners, leading to a reduction of roughly 10 million 
hours when using the same assumptions as above. Thus, we estimate that the aggregate increase in 
hours generated by increased labor force participation would be roughly 74 million hours. 

The increased hours resulting from higher rates of labor force participation can be compared to 
the reduction in hours caused by the credit shown in Table 2. We use Triest’s (1990) labor supply 
parameters for the simulation. We estimate that the armual hours of work for single-parent families in 
our sample will fall by 26.4 million hours, for primary earners they will fall by 13.6 million hours, and 
for secondary earners they will fall by 14,5 million, leading to an aggregate reduction of 54.5 million 
hours. 

Taken together, the simulations suggest that the aggregate reduction in hours supplied by working 
households, 54.5 million, would be more than fully offset if new labor force participants work an 
average of 20 hours per week, 20 weeks per year. If either hours, or weeks worked are lower the 
offset will be smaller, while if new labor market entrants work more than 400 hours a year, the 
aggregate effect will be a larger positive number. The important point, however, is that one cannot 
forget about the participation margin when thinking about the labor market effects of the EITC. 

Our evidence, like other papers before us, show that labor market participation appears to be 
sensitive to changes in wages and taxes. Hence, a policy like the OBRA93 EITC expansions that 
substantially increases the after-tax return to working for those not in the labor market are likely to 
elicit greater labor market participation. This increase in participation is likely to offset (or mote than 
offset) the reduction in hours among those who work. The modest positive labor market effects of the 
EITC should be contrasted to the detrimental effects on both labor market participation and hours of 
work associated with other income transfer programs. 
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Table 3: Labor Market and Transfer Progran Effects of tbe OBRA93 ETTC EzpanskMi, 

1993 to 1996 


Labor Market Effects 


New Labor Force Participants Families in the Labor Market 



Percent Change in 

Annual Hours 

Annual Hours 

Average Annual 


Net Wage 

Change Due to 
Labor Force 
Participation 
(million)' 

Reductitms of 
Workers (million)^ 

Reduction in 
Hours 

Single Parents 

15.0 

72.8 

26.4 

10.1 

Primary Wage 

19.6 

12.1 

13.6 

7.7 

Earners 

Secondary Wage 

-5.0 

-10.4 

14.5 

30.3 

Earners 

Total 


74.4 

54.5 

11.2 


Transfer Program Participation Effects 

Number Leaving 
Program 

Single-Parent 398,384 

Families 

T wo-Parent 1 1 7,757 

Families 

Source: Dickert, Houser, and Scholz (1995). 

'The estimation of the change in hours from new labor force participation assumes that, on average, these 
persons work 20 hours per week for 20 weeks per year. 

^We use the estimated net w^e and virtual income elasticities from Triest (1990). 


Mean Annual 
Benefit 

S6,844 

$4,702 


Mean EITC 
Payment 

$2,040 


$2,842 


EITC noncompliance has been too high, but sensible steps are now being taken to address tbe 
problem 

In past years a large number of ineligible taxpayers claimed the EITC, according to unpublished 
data from the IRS’s Taxpayer Compliance Measurement Program (TCMP). In 1988 10.4 million 
taxpayers claimed the EITC, whereas the TCMP for that year estimates that only 7.1 million were 
entitled to the credit, indicating that over 30 percent of 0TC claimants were ineligible. Of the $5.6 
billion in EITC claims, the 1988 TCMP estimates that nearly $2 billion (33.6 percent) were claimed 
inappropriately. A General Accounting Office official testified in 1993 that "the credit has been the 




138 


source of more taxpayer mistakes than any other individual income tax provision.” 

Noncompliance takes many forms, though one of the fhistrations with thinking about this topic is 
in assessing the relative importance of different circumstances. Parents that are separated (or even 
living together) may file separate returns and both claim the same child as a dependent. Taxpayers 
may make up children. Taxpayers may misreport earnings or AGl. Some of these cases may not 
reflect the intent to commit fraud, others clearly do. 

EITC rules were changed in 1990 and a 2-page schedule was added to the tax forms because of 
the widespread perception of compliance problems, but there is little publicly-available evidence that 
the 1990 changes significantly reduced noncompliance. The IRS did a special study during last year’s 
filing season, examining returns filed electronically during the first two weeks of the filing season, and 
found that roughly 26 percent of EITC claims were too high. Because of the nature of the sample that 
was drawn, it is unlikely that this sample was representative of the universe of filers, but the limited 
available evidence indicates that noncompliance is still a major problem. 

The future viability of the EITC depends on the IRS being able to reduce EITC noncompliance. 
Doing so requires two distinct tasks. First, programs must be put in place to detect accurately and 
report the degree of noncompliance and its causes. Current policy is being debated in an environment 
where solid evidence on the magnitude of compliance problems is scanty. 1 was pleased to see that 
IRS Commissioner Margaret Richardson testified to the Senate Finance Comminee last week that a 
detailed EITC compliance study is going to be completed in 1995. 

The Internal Revenue Service has, perhaps belatedly, taken the second step needed to address 
noncompliance. This involves giving greater scrutiny to verifiable items on tax returns. The IRS 
created an uproar this past filing season due to refund delays as they give social security numbers 
greater scrutiny. Nevertheless, this and matching employee and employer W-2 reports, seem to be the 
best ways of combatting the noncompliance that jeopardizes the program. As long as the credit is 
based on items the IRS is, in principle, able to verify, there is nothing inherent in the credit that would 
lead to unusually high levels of noncompliance. Moreover, other areas of the tax code, for example, 
Schedule C also have large amounts of noncompliance associated with them. As a matter of sound 
policy, the costs of reducing noncompliance in every aspect of the tax code should be compared to its 
benefits, so the IRS uses taxpayer resources in as efficient a way as possible. 

Even if the IRS is able to perfectly verify social security numbers and wage and salary income, 
future compliance problems may arise with self-employment income. Between 1975 and 1990 the 
subsidy rate of the EITC was roughly the same as the combined employee and employer share of the 
payroll tax. In this period, as long as the payroll tax and EITC subsidy are about the same, taxpayers 
will not overstate self-employment income in order to increase their EITC. Doing so would increase 
the taxpayer’s EITC but would obligate the taxpayer to pay social security taxes on the self- 
employment income, eliminating any advantage to falsely reporting income. 

With the sharp increase in the EITC, there are now stronger incentives to manipulate income. It 
is, of course, not yet clear how people will respond to these incentives, as there is no comparable 
situation in the tax code. My guess is that over time taxpayers or paid tax preparers will begin to take 
advantage of the incentive to overstate income in the subsidy range of the credit. The IRS will surely 
monitor closely the amount of income reported by low-income taxpayers that occurs in forms not 
subject to information-matching procedures (i.e., income from self-employment). An increase In the 
proportion of income occurring in these forms will be an early signal that a problem may be 
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developing. 

A solution to the potential problems associated with self-employment income would be to restrict 
the expanded ETTC to income reported on W-2s (and only allow an ETTC equivalent to the employer 
and employee share of payroll taxes for other sources of income), though that would create an inequity 
between low-income wage earners and self-employed households. 

Pending EITC proposab may not improve the tax system or the well-being of EITC recipients 

In the past months various legislative proposals have arisen that would alter aspects of the EITC. 
The proposes include adding selected monetary payments to the income base in determining EITC 
benefits, repeal of indexation for the ETTC, and limiting the EITC based on assets. 

A current problem with the EITC is that several unverifiable sources of income are currently 
included in the ETTC income base. These include housing allowances or the rental value of a 
parsonage for the clergy, excludable employer-provided dependent care benefits, volimtary salary 
reduction amounts (e.g., deductions to 401^) plans), and anything else of value (money, goods, or 
services) received horn someone for services performed even If it is not taxable (IRS Publication 596). 
With perfect compliance the inclusion of these items in the EITC income base may enhance the 
targeting of the credit, but reporting these income items is essentially voluntary. Given the difficulty 
of enforcing these provisions, I would support a proposal to restrict ETTC eligibility and benefits to 
verifiable items. Adding new income items to the EITC income base that the IRS cannot verify, such 
as child support payments, non-taxable pension income, and tax-exempt interest would make the EITC 
even more difficult to administer, and would be a step in the wrong direction. 

An important achievement of tax reforms in the 1980s is that most aspects of the tax system are 
now indexed to inflation. Unlike prior decades, ordinary taxpayers no longer see increasing tax 
burdens attributed solely to nominal, but not real, increases in income. It would be a very unfortunate 
change in policy if EITC indexation were eliminated. Working poor taxpayers would see an erosion of 
the real value of the EITC caused by the vagaries of inflation. If it is the intention of Congress to 
reduce the real value of the EITC or increase taxes in other ways, it should be done explicitly, rather 
than by repealing indexing. 

Lastly, Administration and Congressional proposals would deny the EITC to taxpayers with assets 
(based on dividend, interest, and tax-exempt bond income) above some threshold. This proposal would 
be relatively straightforward to administer, and consequently could, in an effective manner, enhance the 
targeting of the EITC. I would not oppose such a proposal, though two things should be kept in mind 
when debating it. First, it will be relatively easy to manipulate portfolios so as to avoid the asset 
income thresholds without altering the value of the portfolio. Hence, the asset test will in all 
likelihood exclude fewer families than expected. Second, it may be counterproductive to implement a 
very restrictive asset test (such as those with a $1,000 threshold). While asset tests of any kind 
enhance targeting in a static sense, they also can make it nearly impossible for recipients to legally 
accumulate the assets necessary to take a wide range of choices leading to independence - helping a 
child attend college, acquiring additional training, or moving away from a dangerous neighborhood.^ 


^For example, a family receiving food stamps cannot have financial assets exceeding $2,000 ($3,000 
if the family unit has a member older than 59), and cannot own assets and a car whose combined market 
value exceeds $6,500. A family receiving AFDC cannot have more than $1,000 of financial assets. In a 
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As with high implicit tax rates on labor earnings, asset tests distort the economic decisions of low> 
income households and hence reduce the efficiency of antipoverty policy. 

Conclusions 

Over the past 20 years the EITC has been a favored policy tool for assisting low-income families 
with children. Between 1975 and 1990 the EITC r^nained roughly constant in real terms. By 1996 
the real value of the EITC will nearly triple from its 1990 level. No other major program directed 
toward low-income families has grown at a comparable rate in recent years. 

The effectiveness of the EITC will depend, in part, on its effect on labor market behavior. Most 
workers that will receive the credit have incomes that place them in the flat or phaseout range of the 
credit, where the credit provides an unambiguous incentive for people to work fewer hours. Using 
recent estimates from the empirical literature on taxes and labor supply, we find that the change in 
incentives caused by the 1993 expansion of the credit are expected to lead to a reduction in hours of 
work by those already in the labor market. Our central estimate predicts an overall reduction of 
roughly 54 million hours a year for families in our sample. 

One of the attractions of the EITC is that it provides an unambiguously positive incentive to 
people not working to get a job. We find, both in descriptive tabulations and empirical models, that 
the after-tax wage has an economically and statistically positive effect on labor market participation 
and negative effect on transfer program participation. Thus, when fully phased in, the 1993 EITC 
expansion will increase labor force participation. Our preferred estimates suggest the magnitude of the 
participation effect will be large enough to offset the decrease in hours worked by workers. 

While economists are predisposed to concentrate on the labor market responses to the EITC, the 
credit gets mixed reviews on two additional, important, policy dimensions. The participation rate -- the 
fraction of eligible taxpayers that actually receive the credit - is quite high. The credit is reaching its 
intended beneficiaries. At the same time, many that are not eligible for the credit receive it. With the 
recent expansion of the EITC, the amount of overpayment could reach billions of dollars annually, an 
amount that, if it persists, will surely cause the credit to be scaled back, if not repealed altogether. I 
am hopeful that recent IRS attention to this problem will reduce the error rate and the credit will 
remain in place. My support for the credit results from the fact that (i) a high fraction of eligible 
taxpayers receive the credit, (ii) its labor market effects are probably, in aggregate, beneficial, and 
without a doubt, they are less pernicious than alternative ways of assisting the working poor, (iii) the 
credit is well-targeted toward poor and near-poor families, and (iv) families receiving the EITC arc 
working, that is, they are "doing the right thing." Given the performance of labor markets for low-skill 
workers over the last 20 years in the U.S., it sound social policy to try to supplement the earnings of 
working poor families. 


well publicized case, Cecelia Mercado was ordered by the Connecticut Supreme Court to repay 
$9,342.75 in AFDC payments because her daughter, without her knowledge, had taken a part-time job 
and. In a year and a half, had saved almost $5,000 toward attending college. To become recertified to 
receive AFDC, the daughter and her brother (who had saved nearly $1,000) had to spend their saving 
until the household’s assets fell below the $1,000 asset limit (William Raspberry, Atlanta Journal and 
Constitution. 8/21/92, p. A 10). 
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Chairman Johnson. Thank you. Dr. Scholz. 

Professor Forman, we are going to hear your testimony, recogniz- 
ing that the time is roughly 5 minutes and then we will recess for 
a few minutes to go £ind vote and come back. 

Professor Forman. 

STATEMENT OF JONATHAN BARRY FORMAN, PROFESSOR, 

COLLEGE OF LAW, UNIVERSITY OF OKLAHOMA, NORMAN, 

OKLAHOMA 

Mr. Forman. Thank you. Madam Chairman. 

Today the Federal tax system stands at an important crossroads 
and how this Committee next amends the EITC can change the fu- 
ture of tax policy for years to come. On the one hand, our Federal 
tax system could require more and more people to file complicated 
tax returns. On the other hand, we could move in a direction which 
minimizes the number of people who must even file tax returns. 

I believe that the EITC should be restructured in a way that re- 
duces the number of people who need to file tax returns while, at 
the same time, guaranteeing benefits for low-income workers. 

My point is this, because millions of Americans must file tax re- 
turns to their earned income credits, there are millions of opportu- 
nities for them to make mistakes on their returns or for them to 
file fraudulent returns. 

If it were up to me, I would do three things. First, I would move 
to a return-free filing system. Second, I would replace a portion of 
the EITC with an across-the-board $5,000 per worker Social Secu- 
rity tax exemption. Third, I would replace the rest of the EITC 
with a $1,000 per-child tax credit, along the lines of Congressman 
Petri’s proposal or The National Commission on Children’s proposal 
several years ago. 

First, we should move to a return-free filing system in which the 
IRS prepares returns for most wage earners. Using information re- 
ports from employers and other income sources, the IRS could pre- 
pare tax returns for most 1040-EZ filers, most 1040-A filers and 
a few 1040 filers, more than 55 million taxpayers in all. 

Those Americans would no longer have to gather information, be- 
come familiar with tax laws or prepare and file returns. Nor, would 
they have to pay private preparers $20 per return just for return 
preparation and additional fees for electronic filing and refund an- 
ticipation loans. In addition, under a return-free filing system, the 
burdens on the IRS would be reduced. 

Second, Congress should replace a portion of the EITC with a 
$5,000 per worker exemption from Social Security taxes. After all, 
much of the complexity in this area results from collecting Social 
Security taxes from every worker and then using the EITC to re- 
fund those taxes to low-income workers. Would it not be simpler if 
the Federal tax system did not collect those Social Security taxes 
in the first place? 

With the Social Security tax exemption, at least 10 million tax 
returns could be eliminated immediately and IRS resources would 
be freed for other productive work. This is according to the Joint 
Committee on Taxation. 

Also, unlike, the EITC, which most workers collect around April 
15 of the year following their work, a Social Security tax exemption 
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would result in extra money every paycheck. That would be a pow- 
erful work incentive. Unlike the EITC, a Social Security tax exemp- 
tion would reach all 100 percent of low-income workers. 

Finally, Congress should replace the rest of the EITC with a 
$l,000-per-child refundable tax credit, along the lines of the credit 
proposed by the National Commission of Children in 1991. The 
credit would be available for all children through the age of 18. It 
would be refundable and indexed for inflation. Payment of the cred- 
it could come in the form of reduced withholding or a tax refund 
paid annually or perhaps quarterly. Your Committee might start 
by making the $500-per-child tax credit in the House-passed tax 
bill refundable. 

Unlike the current EITC, a refundable child tax credit would not 
create marriage penalties. That is because the credit amount would 
not depend on marital status or family income. Nor would a re- 
fundable child tax credit result in the kind of work disincentives 
that we see in the phaseout range of the EITC. Because the credit 
would be available to all families with children, regardless of in- 
come, it would not have to be phased out at all. 

To summarize, by moving to a return-free filing system, and re- 

f lacing the EITC with a $5,000-p>er-worker exemption and a 
1,000-per-child refundable tax credit. Congress could guarantee 
benefits to low-income workers and free millions of Americans from 
having to file returns. 

Before concluding, however, let me mention two other possible al- 
ternatives to the current EITC. One alternative would be to com- 
bine the credit with other welfare programs, like food stamps and 
Aid to Families with Dependent Children. After all, having mul- 
tiple Federal welfare programs has resulted in complexity, in- 
equity, and high administrative costs. 

Ideally it would make sense to combine the EITC and the other 
Federal welfare programs into a single comprehensive program 
that could be administered by a single agency. As this Committee 
well knows, both the IRS and the Social Security Administration 
do a great job of writing checks, so either agency could handle this 
assignment. 

Or the revenues now used for the EITC could be bundled to- 
gether with the appropriations for other welfare programs and rev- 
enue shared out to the State welfare agencies. 

In any event, the administrative savings that would result from 
combining the EITC with other welfare programs could be passed 
on to beneficiaries in the form of higher benefits. 

The final alternative to the current EITC would be to replace it 
with a tax credit for the employers of low-wage workers. 

According to standard economic analysis the benefits of an em- 
ployer tax credit would pass through to low-wage workers in the 
form of relatively higher wages. Consequently an employer tax 
credit could end up helping the very same people that we are try- 
ing to help with the EITC. Yet, an employer tax credit would be 
significantly easier to administer than the current EITC if only be- 
cause there are far fewer employers than low-income workers. 
Thank you, again, for this opportunity to testify. 

[The prepared statement follows:] 
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TESTIMONY OF PROFESSOR JONATHAN BARRY FORMAN 
UNIVERSITY OF OKLAH(»IA COLLEGE OF LAW 
BEFORE THE 

SUBCCHINITTBES ON OVERSIGHT AND HUMAN RESOURCES 
HOUSE COMMITTEE ON WAYS AND MEANS 
EARNED INCCNCE TAX CREDIT 
JUNE 15, 1995 

HOW TO REDUCE THE COMPLIANCE BURDEN OF THE EARNED INCOME CREDIT 
ON LOW-INOaiE WORKERS AND OH THE INTERNAL REVENUE SERVICE 

Madam Chairman, Mr. Chairman, and Members of the Subcommittees on 
Oversight and Human Resources: 

Thank you for inviting me to testify before you today about 
the Earned Income Tax Credit. 

My name is Jon Forman, and I am a Professor of Law at the 
University of Oklahoma. Although I an a tax lawyer by trade, I 
also hold Master's degrees in psychology and economics, and prior 
to entering full-time teaching, it was my privilege to work in 
all three branches of the federal government, most recently as 
Tax Counsel to Senator Daniel Patrick Moynihan (D-N.Y.). For the 
past ten years, I have been teaching courses about both tax law 
and welfare law, and I have written dozens of articles about the 
relationship between the tax and welfare systems. /I 

The purpose of my testimony today is to suggest ways to 
reduce the compliance burden of the earned income credit on low- 
income workers and on the Internal Revenue Service (IRS). 
Basically, I believe that there are ways to restructure the 
earned income credit that would guarantee benefits for low-income 
workers and also free millions of Americans from having to file 
income tax returns. For example. Congress could replace the 
current earned income credit with a $5,000 per worker Social 
Security tax exemption and a $1,000 per child refundable tax 
credit. At the same time, Congress could move the federal tax 
system toward return-free filing. 

I . INTRODUCTION 

At the outset, it should be noted that the earned Income 
credit is a whoppingly successful program that has enjoyed broad 
bipartisan support. Largely because of the earned income credit, 
millions of low-income American workers pay no federal taxes. 

And the credit provides important income assistance for millions 
of low-income working families — especially single-parent, 
female-headed households. 

Unlike most other welfare programs, however, the earned 
income credit reaches more than 80 percent of its target 
population. /2 And the earned income credit has lower 
administrative costs than any other welfare program — just one 
percent of program costs, according to the General Accounting 
Office./! 


^ I am co-chair of the American Bar Association Section of 
Taxation Project on Simplification for Low Income Taxpayers, and 
I have performed research on the earned income tax credit under 
the sponsorship of the American Tax Policy Institute, but the 
views expressed here are my individual views and do not represent 
the position of any group. 

^ George K. Yin, John Karl Scholz, Jonathan B. Forman & 

Mark Mazur, Improving the Delivery of Benefits to the Working 
Poor; .Proposals to Reform the Earned Jncom e Credit Program. 11 
American Journal of Tax Policy 225 (1994). 

^ Testimony of Lynda D. Willis before the Senate Finance 
Committee (June 8, 1995). 
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Unfortunately, to claim the credit, low-income workers must 
file unnecessarily complicated tax returns. Not surprisingly, 
low-income workers frequently make mistakes in claiming their 
credits, and some taxpayers claim credits to which they are not 
entitled. In short, because millions of Americans must file tax 
returns to claim their earned income credits, there are millions 
of opportunities for taxpayers to make mistakes or to file 
fraudulent returns. 

Consequently, the federal tax system now stands at an 
important crossroads, and how Congress next amends the earned 
income credit can change the direction of federal tax policy for 
years to come. The choice is this! Should the federal tax 
system move toward having even more individuals file complicated 
income tax returns, or should the federal tax system instead move 
in the opposite direction and reduce the number of individuals 
who must file returns? 

Because of the repeated expansion of the earned income 
credit, more and more individuals must now file tax returns, if 
only to collect their earned income credit refunds. On the other 
hand, technological changes — like information reporting and 
electronic filing — have made it possible for the federal tax 
system to move away from having so many individuals file 
complicated tax returns. 

I believe that Congress should restructure the earned income 
credit in a way that would reduce the number of individuals who 
must file complicated tax returns yet would still guarantee 
benefits for low-income workers. In particular. Congress should 
consider replacing the earned income credit with an alternative 
tax or welfare program for low-income workers. For example. 
Congress could replace the current earned income credit with a 
$5,000 per worker exemption from Social Security taxes and a 
$1,000 per child refundable tax credit. 

II. THE CURRENT EARNED INCOHE CREDIT HELPS LOW-INCCME WORKERS 

A. BECAUSE OF THE EARNED INCOHE CREDIT, RELATIVELy FEW IXM- 

INCOME WORKERS OWE ANY FEDERAL INCOME TAXES 

According to the Census Bureau, more than 39 million 
Americans live in poverty. /4 The principal federal taxes 
affecting these low-income individuals are the individual income 
tax and the Social Security payroll taxes. Because of standard 
deductions and personal exemptions, relatively few of these low- 
income Individuals pay any Income taxes. 

On the other hand, because the Social Security tax system 
has no standard deductions or personal exemptions, many low- 
income individuals are required to pay regressive Social Security 
taxes. Fortunately, the earned income credit offsets the Social 
Security tax liabilities of many low-income workers. 

Consequently, relatively few low-income workers owe any federal 
taxes at the end of the year./5 

For example, consider the tax treatment of a typical family 
of four in 1995 — a married couple with two children. Assuming 
that the couple's income consists entirely of wages or salaries, 
the couple will owe no federal taxes unless it earns more than 
$18,370. Basically, the couple's $6,550 standard deduction and 
four $2,500 personal exemptions together will shelter $16,550 


Number of Elderly Poor Drops: 'Statistical Anomaly ' Cited 
The Sunday Oklahoman, Dec. 11, 1994, at 
A24. The Census Bureau estimated the total u.s. population at 
259.2 million and the overall poverty rate at 15.1 percent. 


See Appendix for computations. 
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from the income tax, and the couple's earned income credit will 
offset the rest of its income and Social Security tax liability. 
By way of comparison, the poverty level for a family of four in 
1995 is just $15,150. 

Thus, in large part because of the earned income credit, 
relatively few low-income families with children will owe any 
federal taxes for 1995. The earned income credit is especially 
important to single-parent families. For example, in 1993, 63.7 
percent of earned income credit beneficiaries were heads of 
household. /6 The earned income credit also helps protect 
childless workers and couples from regressive Social Security 
taxes. 


B. FILING INDIVIDUAL INCOME TAX RETURNS IS BURDENSOME AND 

EXPENSIVE 

Unfortunately, even though relatively few low-income workers 
owe federal taxes, most must file income tax returns and fill out 
Schedule EIC to recover their over-withheld taxes and their 
refundable earned income credits. For example, for the tax year 
1992, almost 24 percent of the 113.6 million individual income 
tax returns filed showed no income tax liability./? That's 
roughly 27 million returns, and many of those were filed by low- 
income workers. Also, that year more than nine million low- 
income workers received earned income credit refunds in excess of 
their income tax liabilities. /8 

Moreover, millions of Americans need help preparing their 
income tax returns. For example, more than 56 million taxpayers 
used paid preparers for their 1992 tax returns. /9 That's about 
half of all individual taxpayers. Even more astonishing, 777,000 
taxpayers paid private preparers to help them fill out 1040EZ 
forms, and more than 5.5 million taxpayers paid preparers to help 
them fill out 1040A forms. 

Furthermore, fully half of earned income credit recipients 
use paid preparers. /lO At $20 or more per return for 
preparation — and additional fees for electronic filing and 
refund anticipation loans, that amounts to millions of dollars 
going from low-income workers to private preparers. All in all, 
filing returns is burdensome and expensive for low-income workers 
and for the IRS. /II 


* Testimony of IRS Commissioner Margaret Milner Richardson 
before the Senate Finance Committee (June 8, 1995). 

Internal Revenue Service, Selected Historical and Other 
Data . 14 SOI Bulletin 175, 205-6 (Winter 1994-1995). 

‘ Id. at 178. 

at 225. 

U.S. General Accounting Office, Earned Income Credit: 
Targeting to the Working Poor (GAO/GGD-95-122BR) (1995). 

Indeed, Americans spend at least $30 billion a year to 
prepare their individual income tax returns. U.S. General 
Accounting Office, Internal Revenue Service: Opportunities to 
Reduce Taxpayer Burdens Through Return-free Filing 1 (GAO/GGD-92- 
88BR) (1992). 
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III. so HHAT CAN B£ DONE TO HELP LOfl-INC(»(£ WORKERS? 


A. SIMPLIFY THE CURRENT TAX SYSTEM FOR LOW-INCOME WORKERS 

First, there are a few small changes to the current tax 
system that could help improve compliance with the earned income 
credit. 


1. gipplify thg Current Earn^i^ Ingoing Credit 

One reform idea would be to modify the 1040 forms so that 
individuals would no longer have to file a Schedule EIC in order 
to claim the credit. 

Another reform would be to simplify some of the earned 
income credit eligibility requirements. For example, it would 
make sense to eliminate the differences between the definition of 
a "qualifying child" for earned income credit purposes and the 
definition of "dependent" for purposes of claiming the dependency 
exemption . 

Still another reform would be to simplify the definition of 
"earned Income" that is used to determine the amount of an 
individual's earned Income credit. The current definition of 
"earned Income" includes several items that are excluded from 
gross income and that are not reported on W-2 or 1099 forms. 

Most taxpayers eligible for the credit have none of these items, 
but both taxpayers and the IRS must try to keep track of them. 
Consequently, one simplification would be to include in "earned 
Income" only those items includable in gross income. Then the 
credit could be readily computed from information already 
available on W-2 or 1099 forms and on tax returns. 

It might also make sense to limit the earned income credit 
for self-employed workers to the amount of their self-employment 
taxes. Under current law, the high level of earned income credit 
benefits available can actually provide an incentive for low- 
income individuals to report fictitious amounts of earnings. 

Such fraud is relatively difficult for wage earners because the 
IRS can match the employee and employer W-2 forms. Because only 
a portion of self-employment earnings shows up on 1099 forTiis, 
however, it is easy for self-employed workers to overstate their 
earnings. Consequently, limiting the credit available to self- 
employed workers may be an appropriate way to curb that abuse 
(although, admittedly, such a limit would create an inequity 
between wage earners and self-employed workers). 

On the other hand, adding a wealth test to the earned income 
credit or expanding the credit's definition of adjusted gross 
Income would make the credit even more complicated and so 
Increase the compliance burdens on taxpayers and on the IRS. 

2. Let the IRS Prepare Tax Returns for Low-Income 
Workers 

Another reform would be to let the IRS prepare returns for 
individual taxpayers. Currently, the IRS believes that Office of 
Management and Budget Circular A-76 prevents it from preparing 
income tax returns, setting up its own electronic filing network, 
or designing and distributing computer software that would allow 
individuals to prepare their returns on their own 
computers . /I 2 


” Office of Management and Budget, 0MB Circular No. A-76 
(Rev.), Performance of Commercial Activities, 4B Federal Register 
37,110 (1983). Promulgated by the Reagan Administration, that 
ruling generally prevents government agencies from "competing" 
with private-sector businesses. 
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In particular, it would make sense to let the IRS prepare 
returns for those low-income workers who claim the earned income 
credit. Virtually all welfare programs help individuals apply 
for benefits, and the earned income credit clearly provides a 
welfare-like benefit. Why not let the IRS prepare returns so 
that eligible low-income workers can get their earned income 
credit refunds? 

3. Hove_to a Return^free or a Final Withholdiag_Tax 
System 

Another way to help low-income workers who claim the earned 
income credit would be to move to either a return-free or a final 
withholding tax system. /13 Under a return-free system, the 
IRS would prepare tax returns for individual taxpayers based on 
information reports received from employers and other taxpayer 
income sources. Most Form 1040EZ and Form 1040A filers and a few 
Form 1040 filers could elect to have the IRS compute their tax 
liabilities and prepare their returns — some 55 million 
taxpayers in all. Host of these people would no longer have to 
gather information, become familiar with tax laws, or prepare and 
file returns. The compliance burdens on the IRS would also be 
greatly reduced. 

Similarly, under a final withholding system, the amount 
withheld by employers and other income sources is the tax, thus 
eliminating the need for many taxpayers to file tax returns. 

Over 30 foreign countries use some form of final withholding, 
including Great Britain, Japan, Germany, and Argentina. For 
example, in Great Britain, the income tax is withheld by 
employers under the British PAYE (Pay As You Earn) final 
withholding system. When an individual first becomes potentially 
subject to tax, an initial return must be filed so that the 
Inland Revenue can determine how much the employer should 
withhold. Thereafter, individuals with simple incomes and modest 
earnings are normally required to file a return only about once 
every five years. In 1991, for example, more than 23 million of 
the 26 million taxpayers eligible for PAYE did not file tax 
returns . 

Would a final withholding system work in the United States? 
In its analysis of the issue, the General Accounting Office 
concluded that most taxpayers who now file 104DEZ returns (about 
19 million in 1994) and many of those who now file 1040A returns 
(about 23 million in 1994) could be served by a final withholding 
system. Thus, a final withholding system could significantly 
reduce burdens on both low- income workers and the IRS. 

B. REPLACE THE CURRENT EARNED INCOME CREDIT WITH AN 

ALTERNATIVE MECHANISM TO HELP L0f9-INCC»IE WORKERS 

Given the compliance problems with the earned income credit, 
it is worth considering some alternate ways to distribute 
benefits to low-income workers. Specifically, eliminating fraud 
from the earned income credit program may mean replacing it with 
a floor on Social Security taxes, an employer tax credit, or a 
direct expenditure program. 

1. Replace the Earned Income Credit w ith a 55 ^00 or 
$10.000 Social Security Tax Exem ption and a 9500 or 
$1.000 Per Child Refundable Tax Credit 

One alternative would be to replace the earned income credit 
with alternative tax provisions that could provide similar 
benefits directly to low-income workers. In that regard, much of 


See generally Internal Revenue Service, Current 
Feasibility of a Return-Free Tax System (1987); U.S. General 
Accounting Office, supra note 11. 



148 


the complexity of the current system results from imposing Social 
Security taxes on every dollar of earned Income, and then using 
the earned income credit to offset those taxes for those low- 
income workers. Wouldn't it be simpler if the federal tax system 
did not collect Social Security taxes from low-income workers in 
the first place? 

One option would be to add a $5,000 or $10,000 exemption to 
the Social Security tax system. /I 4 Unlike the earned income 
tax credit, a Social Security tax exemption would reach 100 
percent of low-income workers, and it would be less complicated 
than first collecting Social Security taxes and then using the 
credit to refund them. Also, unlike the earned income tax credit 
— which most workers collect around April 15th of the year 
following their work, a Social Security tax exemption would 
result in extra money every paycheck. This would be a powerful 
work incentive. /15 Most importantly, neither low-income 
workers nor the IRS would have to mess with tax returns to get 
the exemption: Millions of low-income workers would simply no 
longer need to file tax returns. According to the Joint 
Committee on Taxation, replacing the earned income credit with a 
Social Security tax exemption would eliminate over 10 million tax 
returns annually and free IRS resources for other productive 
work. /I 6 

Of course, much of the benefit of the current earned income 
credit seems to be geared to providing income assistance to 
families with children. But it would be simpler to provide that 
type of family benefit through a refundable child tax credit 
along the lines of the $1,000 per child tax credit proposed by 
the bipartisan National Commission on Children. /17 Congress 
might start by making the $500 per child tax credit in the House- 
passed tax bill refundable./18 A portion of the needed 
revenue could come from the current earned income credit. 

Unlike the earned income credit, a $500 or $1,000 refundable 
child tax credit would not depend upon the marital status of the 


“ See Yin et al, supra note 2, at 280-83. In 1995, 
workers and their employers must pay Social Security taxes equal 
to 7.65 percent of a worker's first $61,200 in wages. 
Consequently, a $5,000 Social Security tax exemption would simply 
leave $382.50 a year in the hands of every worker in America and 
reduce every employer's payroll costs by a similar amount for 
each employee ($382.50 * $5,000 x 7.65 percent). 

“ Moreover, unlike raising the minimum wage, a Social 
Security tax exemption would lower the cost of production for 
employers, thereby increasing their demand for labor. 
Consequently, a Social Security tax exemption would increase 
employment opportunities and stimulate the economy — without 
driving up the cost of American-made goods. 

Joint Committee on Taxation, Present Law Issues Relating 
to the Earned Income Credit (JCX-24-95) (June 7, 1995). 

U.S. National Commission on Children, Beyond Rhetoric: 

A New American Agenda for Children and Families 80-88 (1991). 

The National Commission on Children's proposed credit would be 
refundable, indexed for inflation, and payment of the credit 
could take the form of reduced withholding or a tax refund paid 
annually, or perhaps quarterly. See also Yin et al, supra note 
2, at 280-86; Jonathan B. Foman, Beyond President Bush's Child 

Tax Credit Proposal; Towards a comprehensive System of Tax 

Credits to -Help Low-income Families with children . 38 Emory Law 
Journal 661 (1989). 

Contract with America Relief Act of 1995, H.R. 1215, 

104th Cong., 1st Sess. § 101 (1995). 
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parent, nor would it have to be phased out at low levels on 
income. Consequently, replacing a portion of the earned income 
credit with a refundable child tax credit could significantly 
reduce marriage penalties and the work disincentives in the 
earned income credit's phase-out range. 

2. Replace. the Earned Income Credit With an Employer 
Tax Credit 

A second alternative would be to replace the current earned 
income credit with a tax benefit that reaches low-income workers 
through their employers. /19 For example, an employer tax 
credit could provide tax benefits to the employers of low-wage 
workers. According to standard economic analysis, these tax 
benefits would pass through to the low-wage workers in the form 
of relatively higher wages. Consequently, an employer tax credit 
would end up helping most of the same low-income workers targeted 
by the current earned income credit. Yet an employer tax credit 
would be significantly easier to administer than the current 
earned income credit, if only because there are far fewer 
employers than low-income workers. 

3. Combine the_ Earned Income Credit With Other. Welfare 
Programs 

A final alternative would be to combine the earned income 
credit with other welfare programs like food stamps, Aid to 
Families with Dependent Children (AFDC), and Supplemental 
Security Income (SSI)./20 The multiplicity of these federal 
welfare programs has resulted in complexity, inequity, and high 
administrative costs. Consequently, it might make sense to 
combine the earned income credit with other federal welfare 
programs into a single, comprehensive program that could be 
administered by a single agency. That agency might even turn out 
to be the IRS, although the Department of Health and Human 
Services or the Social Security Administration might be more 
appropriate. Alternatively, the revenues now used for the earned 
income credit could be bundled together with the appropriations 
for other welfare programs and revenue-shared out to state 
welfare agencies. In any event, the administrative savings that 
would result from combining the earned income credit with other 
welfare programs could be passed on to beneficiaries in the form 
of higher benefits. 

IV. COHCLUSIOK 

All in all, Congress could restructure the earned income 
credit in a way that would guarantee benefits for low-income 
workers and also free millions of Americans from having to file 
income tax returns. In particular, Congress should consider 
moving us toward a return-free filing system and replacing the 
earned income credit with a $5,000 per worker Social Security tax 
exemption and a $1,000 per child refundable tax credit. 


See . e .g. . Yin et al, supra note 2, at 280-86; Jonathan 
B. Forman, Improving the Earned Income Credit: Transition to ^ 
Wage Subsidy Credit for the Working Poor . 16 Florida State 
University Law Review 41 (1988); Robert H. Haveman & John Karl 
Scholz, Transfers. Taxes ^ and Welfare Reform , 47 National Tax 
Journal 417, 428-30 (1994). 

See ■ e.g. . Jonathan B. Forman, Administrative Savings 
from Synchronizing Social Welfare Programs and Tax Provisions . 13 
Journal of the National Association of Administrative Law Judges 
5 (1993), re printed as Jonathan B. Forman, Synchronizing Social 
Welfare Programs and Tax Provisions . 59 Tax Notes 417 (1993). 
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APPENDIX 

This Appendix explores the inpact of income and Social 
Security taxes on individuals with incomes at or below the U.S. 
Department of Health and Human Service's poverty income 
guidelines. /21 Basically, this Appendix shows that in large 
part because of the earned income credit, many (if not most) low- 
income workers will have no net federal tax liability in 1995. 

Table 1 compares the combined income and Social Security tax 
thresholds f i.e. , net federal tax thresholds) of various family 
units with their poverty income guidelines. /22 As more fully 
explained below. Table 1 shows that married couples with one, 
two, or three children have net federal tax thresholds that are 
above their poverty income guidelines. On the other hand, the 
smaller and larger family units shown have net federal tax 
thresholds that are somewhat below their poverty income 
guidelines* 

TABLE.. 1 , e OVE m LEVELEJIMD MET..rgDEEAL T AX THRESH&LD.S 

AFTEB THE EARNED INCOME CREDIT IN 1995. BY FAMILY SIZE 
[dollars] 

Family size 


ROW 


1 

2 

3 

4 

5 

6 

1. 

Poverty levels: 

7,470 

10,030 

12,590 

15,150 

17,710 

20,270 

1 

Simple income tax 
threshold (before 
earned income 
credit) : 

6,400 

11,550 

14,050 

16,550 

19,050 

21,550 

1 

Income tax threshold 
after earned income 
credit: 

7,357 

11,550 

19,386 

22,360 

23,425 

24,490 1 

1 

Social Security 
tax threshold: 

0 

0 

0 

0 

0 


5. 

Combined income and 
Social Security tax 
threshold f i.e. net 
federal tax 
threshold) : 

4,100 

4,100 

15,547 

18,370 

19,245 

19,350 1 


Sources: U.S. Department of Health & Human Services, Office of the 
Secretary, Annual Update of the Poverty Income Guidelines, 60 Federal 
Register 7,772 (1995) and author's computations. 


U.S. Department of Health & Human Services, Office of 
the Secretary, Annual Update of the Poverty Income Guidelines, 60 
Federal Register 7,772 (1995), The poverty income guidelines 
used here are those applicable to all states (except Alaska and 
Hawaii) and the District of Columbia. 

” The table reflects assm&ptions that all family income 
consists of wages or salaries earned by a single worker, that 
families of two or more include a married couple (rather than an 
unmarried head of household with one or more dependents) , that 
all family members are under age 65 and not blind, and that all 
family units are eligible for the earned income credit (for 
example, childless workers are between the ages of 25 and 65). 
Also, only the employee's portion of Social Security taxes is 
considered. 
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Consider a family of four consisting of a married couple and 
two children. Row 1 shows that the couple's poverty income 
guideline in 1995 is $15,150. Row 2 shows the simple income tax 
thresholds for family units of different sizes. These are 
determined by summing each family unit's standard deduction and 
its personal exemptions. For 1995, a married couple with two 
children could file a joint tax return and claim a $6,550 
standard deduction and four $2,500 personal exemptions. /23 
Consequently, the couple would not have to pay any income tax 
until its income exceeded its $16,550 simple income tax 
threshold. /24 

Row 3 of the table shows each family unit's income tax 
threshold after taking into account the effect of the earned 
income credit. The earned income credit is a part of the income 
tax system which can offset a family unit's preliminary income 
tax liability, consequently, taking the earned income credit 
into account raises the income tax threshold for some family 
units. For example, taking into account the earned income 
credit, a typical married couple with two children would not 
actually owe any income tax until its income exceeded 
$22,360./25 

On the other hand, because the Social Security tax system 
has no standard deductions or personal exemptions, family units 
must pay Social Security taxes starting with their first dollar 
of earned income. Hence, Row 4 shows that zero is the Social 
Security tax threshold for all family units. 

Finally, Row 5 shows the combined income and Social Security 
tax threshold . net federal tax threshold) for various 

family units. Because the earned income credit is refundable, it 
can offset not only individual income taxes, but also Social 
Security taxes. Consequently, a family unit will have no net 
federal tax liability until the sum of its income tax and Social 
Security tax liabilities exceeds its earned income credit. For 
example, a typical married couple with two children would not 
actually have a net federal tax liability until its income 
exceeded $18,370./26 


” Rev. Proc, 94-72, 1994-50 I.R.8. 14. 

$16,550 * $6,550 + 4 X $2,500. 

** Algebraically, each computation involved determining the 
appropriate equation for computing each family unit's income tax 
liability after its earned income credit and solving for the 
income level at which that tax liability is equal to zero. 

For example, for a married couple with two children with 
income (I) in excess of its $16,550 simple income tax threshold 
but less than the $26,673 level at which its earned income credit 
is fully phased out, the couple's income tax liability (T) can be 
determined by the following formula: 

T = .15 X (I - $16,550) - ($3,110 - .2022 [I - $11,290]). 

Setting T equal to zero and solving for I shows that the couple's 
income tax threshold after the earned income credit is $22,360. 

Algebraically, each computation involved determining the 
appropriate equation for computing each family unit's combined 
income and Social Security tax liability after its earned income 
credit and solving for the income level at which that tax 
liability is equal to zero. 

For example, for a married couple with two children with 
income (I) in excess of its $16,550 simple income tax threshold 
but less than the $26,673 level at which its earned income credit 

is fully phased out, the couple's combined income and Social 
security tax liability (T) can be determined by the following 
formula: 

T = .15 X (I - $16,550) + .0765 X I - ($3,110 - .2022 (I - 

$11,290]). 

Setting T equal to zero and solving for I shows that the couple's 
combined income and Social Security tax threshold after the 
earned income credit is $18,370. 
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Chairman JOHNSON. Thank you. I thank the panel very much for 
your really excellent testimony. 

We are going to recess for about 7 minutes and rush over and 
vote and come back. 

Thanks. 

[Recess.] 

Chairman Johnson. I am going to reconvene the hearing, al- 
though my colleagues have not returned. There is the possibility of 
a series of votes on the House floor. They may have decided to stay 
and see how that is going to work out. I returned because I have 
another engagement that I cannot break at 2:30 and I wanted to 
have a chance to question the panel. 

I am going to go ahead and start with my questions and if others 
do not arrive, we may have to recess again because I know Mem- 
bers do have a lot of interest in the testimony that this panel has 
prepared and brought to us. 

At least two of you mentioned that there are other ways to pro- 
vide the subsidy to low income workers that the EITC offers that 
are preferable. And I am sure that you heard Under Secretary 
Samuels testify that he felt that the ultimate delivery systems 
would have the same problems. That eventually you would have to 
deal with the same issues through using Social Security deductibil- 
ity and things like that that they are having to deal with currently 
to assure that the EITC goes only to those who deserve it in the 
amounts that they deserve it. 

I would like you to comment on that. Those of you who rec- 
ommended — I know Professor Forman did and I cannot remember 
who else did. 

Mr. Forman. I think Mr. Steuerle did. 

Let me go ahead and comment. I think there will be problems 
with any type of benefit that is provided in a targeted fashion. I 
think there is an advantage of the kinds of proposals I made and 
also Gene Steuerle has made, for example, for a universal refund- 
able child tax credit of $1,000 per child. Because it is universal, 
that is because everybody gets it, it does not have to be targeted. 
You do not have problems of targeting, problems of getting the ben- 
efit to the right people because you assume that anybody with a 
child is a right person. 

Most proposals along this line 

Chairman Johnson. My understanding is that you are saying. 
Professor Forman, that a better alternative is the $1,000 for every- 
one with no upper-income limit. 

Mr. Forman. I would not mind having no upper-income limit. I 
think the phaseout 

Chairman Johnson. I know you would not mind but I can tell 
you from dealing with the $500 tax credit, it is very expensive and 
there is absolutely no chance that we could afford to do that. 

Mr. Forman. You could keep a phaseout at the upper levels. I 
think what is important in the context of this hearing is that the 
phaseout not be in this low-income range where it causes marriage 
penalties and disincentives that discourage low-income people from 
working. A phaseout at $100,000 or more of income might make 
sense. 
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Frankly, I do not look to the Federal government to help me sup- 
port my children. My wife and I, are just taking care of things and 
if the government gives me personal exemptions that is great, for 
my kids, and if they did not that would be OK, too, if the rates 
were not ridiculously high. 

Mr. Steuerle. Congressman Petri also pointed out that you 
could eliminate the personal exemption at higher income levels so 
that you solve your distribution problem in part. Part of the reason 
that people want to phase out the credit is that they think that 
they want to take this device, by itself, and make it progressive. 

I think what Professor Forman and I and some others worry about 
is, when you try to make every single item in the Tax Code pro- 
gressive, one-by-one-by-one, you end up with 5,000 phaseouts and 
this very convoluted structure. Rather than give upper income lev- 
els money, there are alternative ways to acheive overall progres- 
sivity. 

One way to do it might be to just, if you give a credit at that 
level, eliminate the personal exemption. Then you solve your dis- 
tribution. You do not have to fight the battle, oh, we gave the child 
credit and we gave away to the rich because you took something 
back from the rich. 

But you also then start dealing with some of the other problems 
such as reducing the marriage penalties, reducing some of the work 
disincentives that are of concern to a variety of members on this 
panel. 

Mr. Greenstein. If I could comment for a moment on this, too. 

I think this is a complicated area. There are a lot of things that 
would go with it. For example. Professor Forman’s idea of replacing 
part of the EITC with exempting the first $5,000 of payroll taxes. 
If one did that, a number of the issues one would have to address 
include replacing the lost funding from the Social Security Trust 
Fund. The exemption of $5,000 of the payroll tax would clearly go 
well up the income scale so one would want to make sure you want 
redistributing from tax benefits from working families at $10,000 
a year, we are trying to encourage people to leave welfare for work, 
to people at $60,000 or $80,000 a year, let alone at a higher level. 

Similarly there is a political question I guess. In Gene and Pro- 
fessor Forman’s suggestion, which I think is an interesting one, if 
it is politically feasible but the notion of converting the personal ex- 
emption into a fully refundable credit, regardless of whether a low- 
income family has earnings, is not one that seems to enjoy support 
on Capitol Hill at this time. 

If one conditions, as Congressman Petri did, the refundable cred- 
it on earnings then you get back into some of the same questions, 
as Mr. Samuels says, that the EITC has. The final point I would 
make, I think of all these proposals perhaps the most interesting 
one to look at is Congressman Petri’s. Even his proposal has the 
following effects. 

It transfers some money now going to working families at $5,000 
to $15,000 a year, mostly one-parent families, to two-parent fami- 
lies up to $36,000 a year. He raises the break-even on the EITC. 

As a result of that, for single-parent families, at $5,000 a year 
if they have one child, for example, under his proposal the incen- 
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tive to leave welfare for work is less than small. The total package 
that you get if you leave welfare for work is lessened somewhat. 

Those are, among the kinds of questions that one has to grapple 
with if you do this restructuring. 

Chairman Johnson. I would appreciate it if you would take the 
time to tell us your thoughts on Congressman Petri’s proposal. I do 
not have any reason to believe that the Committee is necessarily 
interested in going that far but I am very impressed by the degree 
of the marriage penalty in the tax as it is currently structured. 

I think that we have been negligent of those kinds of consider- 
ations too long. I think the cost of that to our society is now demon- 
strably extraordinary. I am interested in looking at Congressman 
Petri’s proposal and would be interested in any followup materials 
any of you care to share with me on that subject. 

[The following was subsequently received:] 
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Re; Joint hearing of the Subcommittees on Oversight and 
Human Resources, Committee on Ways and Means, on the 
Earned Income Tax Credit, June 15, 1995 

Dear Chairman Johnson; 

Thank you again for inviting me to testify about the earned 
income credit before the joint hearing of the Subcommittees on 
Human Resources and Oversight on June 15th. You asked my panel 
to consider the impact of Congressman Thomas Petri's proposal, 
particularly with respect to the marriage penalty. Here goes. 

Description of Congressman Petri's proposal 

As I understand his proposal. Congressman Petri would 
replace the personal exenptlon tor children with an $1,100 per 
child tax credit that would be refundable for those with earned 
income. Then he would change the earned income credit to a 
credit of $1,000 per parent, phasing out for single parents 
between $9,000 income and $19,000 and for couples between $16,000 
and $36,000. He would also eliminate the current earned income 
credit for childless workers. Congressman Petri's proposal is 
intriguing, and it merits serious consideration. 

The refundable child tax credit 

Unlike the current earned income credit, a refundable child 
tax credit would not create a marriage penalty. As long as the 
child tax credit is not phased out, there is no Incentive to 
divorce or not marry.' For example, a low-income woman with two 
children could claim two child tax credits, and if she marries 
another low- income worker with two children, together the couple 
could claim four child tax credits.' 

On the other hand, like the current earned income credit, 
because eligibility for the Petri child tax credit is based on 
having at least some earned income, the Petri child tax credit 
would sometimes result in a marriage bonus. For example, when a 
zero-earning woman with two children marries a low-earning man 
without children, they would get a large marriage bonus: before 
neither could claim a child tax credit {or a parent credit), but 


' Of course, a phase-out of the credit at high-income 
levels i B.a. . over $90,000) could result in a marriage penalty 
for certain high-income taxpayers. 

' Under the current earned income credit, a marriage 
penalty of up to about $5,000 can occur if a low-income woman 
with two children marries a low- income man with two children: 
before each could claim the maximum $3,110 credit, but together 
they can claim just one, much smaller credit. 
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together they could claim two child tax credits (and apparently 
two parent credits as well).“ 

In passing, I should note that under the universal $1,000 
per child refundable tax credit that I recommended in my 
testimony, there would be neither marriage penalties nor marriage 
bonuses. For example, a zero-earning woman with two children 
would get two refundable $1,000 credits whether she marries or 
not.* 

The parent credit 

At the outset, I must say that there is a certain attraction 
(perhaps even a certain genius) to the Petri parent credit, I 
like the idea of rewarding the "parenting” of children rather 
than simply the "having" of children. 

Moreover, the Petri parent credit would reduce marriage 
penalties for most taxpayers; however, because the parent credit 
would be phased out, some couples would still face marriage 
penalties. For example, when a parent with $9,000 of earnings 
marries another parent with $9,000 of earnings, they would face a 
small marriage penalty of just $ 200 : before each could each get 
a $1,000 parent credit, but together they would get just $1,800 
in parent credits.® On the other hand, if a parent with $9,000 
of earnings marries another with $25,000 or more of earnings, 
they would face a marriage penalty of at least $1,000: before 
the parent earning $9,000 could get a $1,000 parent credit, but 
together the couple would get no parent credits, and the $9,000 
would be taxed at the couple's highest marginal income tax rate. 
Still, the marriage penalty under the Petri parent credit would 
typically be much smaller than under the current earned income 
credit. 


® Under the current earned income credit, there are also 
large marriage bonuses. For example, a large marriage bonus can 
occur when a zero-earning woman with two children marries a 
childless man with $10,000 of earned income: before neither 
could claim the earned income credit (and he had both an income 
and a Social Security tax liability), but together they could 
claim a $3,110 earned income credit and they will not owe any 
income tax. 

My uncertainty about whether the couple in the text example 
could claim two parent credits or just one parent credit results 
from my not knowing whether or not Congressman Petri would 
require each parent to have earned income in order to claim a 
parent credit. From his testimony and the accompanying tables, I 
inferred that as long as one parent was working, each could claim 
a parent credit. Hence, the couple in the text example could 
claim two parent credits and two child credits for a total credit 
of $4,200. 

* At the risk of trying to close the gate after the horses 
have left, I might pay for extending refundable child tax credits 
to parents without earned income with the money that the House 
welfare reform bill would revenue-share out to state welfare 
agencies. We already provide welfare assistance to nonworking 
mothers now through Aid to Families with Dependent Children 
(AFDC) and food stamps, and the universal $1,000 per child 
refundable tax credit that I favor would simply bypass the state 
welfare bureaucracies. 

® Their combined earnings puts them at $18,000; that's 
$2,000 into the 10 percent phase-out range for married couples 
($16,000 to $36,000). Of course, if the phase-out range for a 
married couple were increased to $18,000 to $36,000, there would 
be no marriage penalty at all for this couple. 
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Also Of note, the Petri parent credit would provide larger 
benefits to married parents than to single parents with the same 
number of children. For example, a married couple with two 
children could get two child tax credits and two parent tax 
credits — up to $4,200 in all. On the other hand, a single 
parent with two children would get no more than $3,200 — two 
child tax credits but just one parent tax credit. 

Rightly or wrongly, the current earned income credit does 
not make such a distinction: both a married couple with two 
children and a single parent with two children can claim an 
earned income credit of up to $3,110 for 1995. It seems to me 
that if a distinction is to be drawn between married parents and 
single parents, my inclination might be to give single parents 
the larger benefit, for example, to help defray their likely 
greater employment-related child care expenses.* Then again, 
the married couples have another parent to feed, and that alone 
might justify a larger benefit. 

Replacing the personal exemption for children 

If a refundable child tax credit is adopted, it could make 
sense to repeal the personal exemption for children, as 
Congressman Petri has suggested. Having both a credit and a 
personal exemption to account for children would be unnecessarily 
complicated. Also, the revenues associated with the personal 
exemption for children could be used to help pay for a larger 
child tax credit. 

Eliminating the earned in come credit for childless. workers 

Social Security taxes are regressive, and the current earned 
income credit for low-income childless workers tempers that 
regressivity . In my testimony, I suggested that a $5,000 per 
worker exemption from Social Security taxes would be simpler to 
administer. Nevertheless, the current earned income credit for 
childless workers is better than nothing, so I would not simply 
repeal it as Congressman Petri has suggested. 

Respectfully submitted, 


<^nathan Barry Forman 
Professor of Law 

cc: Representative Thomas Petri 


* In that regard, I would be inclined to make the dependent 
care credit refundable (I.R.C. § 21). Jonathan B. Forman, Using 
Refundable Tax Credits to Help Low -income Families. 35 Loyola Law 
Review 117, 130-33 (1989). 

Also, poverty is a much greater problem for single parents 
than for couples, and more than 60 percent of current earned 
income credit beneficiaries are heads of household — mostly poor 
working mothers. 



158 


Mr. Greenstein. Could I just make a very quick point that the 
only way that Congressman Petri’s proposal is feasible is if Con- 
fess is willing to convert the $500 children’s credit into what he 
does. The only way his proposal is affordable is if he uses the 
money in that $500 child credit, the House has passed, and restruc- 
tures it into his proposal, but you cannot do both. 

Chairman JOHNSON. I understand that. One of the issues that 
has developed in the EITC is its cost. When you are putting more 
than twice the amount of money the Federal Gnvemment provides 
for education for children, college students, and graduate students 
into an income subsidy you had better be very conscious that you 
are doing it and very confident that you are doing it for the right 
reasons. 

I think we are doing it for the right reasons. I think this is the 
right policy and I think the testimony of this panel focusing on the 
interplay among welfare subsidies, minimum wages, the EITC and 
FICA and other payroll taxes was very interesting. 

I was not aware of the extent to which States had stopped pro- 
viding welfare to working people. The interaction of the various 
policies is extremely important. We ^ve it too little attention. That 
is what interests me about the Petri proposal. I think we have to 
focus more on interaction. I welcome any thoughts that you have 
on that. 

There are just two other relatively brief questions that I would 
like to ask you to comment on and then I will yield to my cochair, 
Mr. Matsui. 

First of all, have any of you done any studies about the equity 
of the EITC State to State? 

Mr. Greenstein. Unlike things like AFDC and Medicaid the 
EITC has the same rules in every State nationally. 

Chairman JOHNSON. Well, the reason 

Mr. Greenstein. Because it is true — I think this may be what 
you are getting at — ^that the proportion of tax filers who get the 
credit is higher in some States than in others. That mainly reflects 
wage structures of the States. In low-wage States a higher propor- 
tion of families get it than in high-wage States. 

Chairman JOHNSON. Yes. This question comes from my reviewing 
the material that I was given for this hearing and the tables that 
show how many filers there are in each State. It was very interest- 
ing to me that the New England States with 5 to 6 percent filers 
were very high cost of living States, were relatively high-wage 
States but because of our high cost of living what looks like a high 
wage is not. 

It was interesting to me that Alaska, Connecticut, and Hawaii, 
the three highest cost of living States, have the lowest filing rate. 
Some of the much lower cost of living but lower wage States have 
filing rates of 20 percent and more. And we are down to 5 percent. 

You look at C^ifomia, even California is 15 percent. When I 
looked at who is in that 5 to 6 percent range it is primarily the 
New England States and others that have remarkably high costs. 
The older portions of the country tend to have higher costs for a 
lot of reasons. 

I think we do need to think about that. I just wanted to point 
that out. If any of you have any reflection on that in the future. 
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Mr. SCHOLZ. Another factor that enters here is that, in States 
that have State income taxes people tend to be more likely to file 
Federal income tax returns. I think you will see fewer people in 
New Hampshire, for instance, file Federal tax returns than you will 
in States with State tax returns. Another small factor there. 

Chairman JOHNSON. That is interesting since Connecticut just 
adopted an income tax about a year and a half ago, it would be in- 
teresting to see if our filing rate goes up. 

Mr. Forman. Madam Chairman. 

Chairman JOHNSON. Yes. 

Mr. Forman. The problem that Connecticut has say, in compari- 
son to my home State of Oklahoma which has lower average in- 
comes, is if you have a fixed phaseout and it is relatively low, then 
the poorer portion of your population will tend to be above that 
phaseout. On the other hand, a low wage earner in Oklahoma, 
somebody in the bottom 20th percentile of income in Oklahoma 
would get the tax benefit credit. 

I would say this is a problem of all Federal programs, the per- 
sonal exemption of $2,500 this year is worth a lot more to people 
in Oklahoma where $2,500 goes further than it does in Connecti- 
cut. 

Chairman JOHNSON. That certainly is a problem. When you are 
looking at this particular population we would like to be as equi- 
table as possible. 

Mr. Greenstein. I was just going to add, I do not know all the 
details on the Connecticut income tax, but as I recall the level at 
which a family begins owing State income tax in Connecticut is 
much higher than in most other States. 

Many people in the EITC range probably are not required to file 
State income tax in Connecticut. 

Chairman JOHNSON. That is a good point, thank you. 

Mr. Greenstein. If, as a result of that, they file neither State 
nor Federal there might be a lower take up rate there than in 
States where, for example, you start owing State income tax at 
$7,000 or $8,000. 

Chairman Johnson. My last question you may not want to com- 
ment on but it seems to me that key to eliminating abuse in the 
EITC system is simply eliminating the system of these loans. I 
wondered if any of you would want to comment on that? 

We have rarely used that instrument of allowing people to, in a 
sense, borrow against their return and allow middlemen to basi- 
cally make a profit by reducing the amount of return a taxpayer 
gets. Since, the whole purpose of the EITC is to expand the in- 
comes of very low earners, it seems unreasonable to allow loan in- 
dustry participation that diminishes the benefit that the taxpayers 
are supposed to enjoy. 

Any comment? 

Mr. Greenstein. I think that is part of it. 1 think it is part of 
a larger issue and the larger issue is in any means-tested program 
the difference between verifying questionable information before 
payment and having a pure self-certification approach is, in my 
view, a very large one. If it is pure self-certification the word gets 
out on the street, that it is pure self-certification. 
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Prior to this year, if you look at the history of the EITC, prior 
to 1990, there was not even a schedule, the IRS did not even get 
on the return some of the basic information that told you whether 
the person was eligible or not. This Committee financed, and the 
Bush Treasury Department reformed the credit in 1990 and the re- 
sults show that they got the errors down some, and started build- 
ing this scheduled EITC, not until this year did the IRS use the 
information on the schedule to check, they just made sure that the 
numbers added up. 

Even a year ago, January 1994, on a number of returns they did 
not check to see if the SSNs of children were accurate. There was 
no way to check to see if a child was claimed twice. Even for an 
older child you could write, you had applied for a number and had 
not yet gotten it from Social Security, and get the credit. There was 
the easy availability of loans, as you mentioned. There was little 
system to pull returns that looked questionable and actually verify 
the way that food stamps or AFDC does before pay out. 

The IRS change this year in the EITC, in my view, after follow- 
ing means-tested programs for over 20 years, the single biggest 
change I have ever seen in 1 year in a program. Now, they check 
every Social Security number, they check every child’s number to 
make sure no one is claimed twice. You cannot write applied for, 
you have to actually have a number. Most of these loans Mve been 
eliminated. 

One of the things that I think is most important is the January 
1994 study, that round about a quarter of the benefits being over- 
claimed, and from that, they erected error-prone categories. You 
did not hear that much of it from the Treasury because they are 
a little reluctant to talk about the study in great detail. TTiey do 
not want people, quite appropriately, to know the details. If your 
return falls into that category IRS will pull it and send you a ques- 
tionnaire that requires you to submit verification of various aspects 
of the claim before they will make the payment. 

In my view, that could have a very large effect. In the late seven- 
ties, when the Carter administration and I was running the Food 
Stamp Program, among other food programs, wd found that States 
that did very little verification had much higher error rates. We 
and the Inspector General went to those States and among the re- 
quirements, under threat of fiscal sanction, that we would put on 
them often were bring on more caseworkers to meet the following 
amount of verification of questionable cases. Almost uniformly the 
error rates went down significantly. 

Chairman Johnson. Interesting. 

Mr. Greenstein. When the IRS says, on the back of the Commis- 
sioner’s testimony here, I notice they did not talk about it, but in 
the back of her testimony there is a study and what they found in 
this new analysis is that if they had been doing all the Social Secu- 
rity screens last year that they were doing this year, the error rate 
that they found or the overclaim rate in that January 1994 would 
have been down to 19 percent. That does not include, because they 
cannot measure it yet, the effect of pulling something like a million 
questionable returns, is what I gather they are doing from this, 
and verifying data in them before payout. My belief is that when 
we get all the results in, we will be significantly below 19 percent. 
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It is still too high and we need to do more. The kinds of things that 
they have done this year, particularly checking all those numbers, 
nobody can be claimed twice, and having error-prone categories 
where you verify before payout, I think that is extremely impor- 
tant. 

Chairman JOHNSON. Thank you. I am going to yield to Bob 
Matsui, my cochairman on the Oversight Committee. 

Mr. Matsui. Thank you. Chairman Johnson. 

I want to ask Dr. Rosters a couple of questions. In your testi- 
mony — and I am sorry I was not there for your testimony — ^but you 
indicate that the EITC is not an incentive to work or it is a dis- 
incentive actually to work. Also, we know that 79 percent of every 
dollar earned over a threshold actually goes into the pockets of the 
taxpayer. 

Now, do you believe basically that tax incentives or incentives in 
the Tax Code are not of much value or is it just in this particular 
case here? 

Dr. Rosters. Well, Congressman Matsui, I believe that the work 
incentives that are built into the EITC and that are said to encour- 
age work, do not really do as much, on balance, to encourage work 
as is often said to be the case. For those people who are in the 
phaseout range — the range where for every additional dollar they 
earn they need to pay an additional tax in order to reduce the size 
of the credit pa 3 mient — all of those people are discouraged for work 
rather than encouraged. 

Moreover, the income cutoff is so high that you are getting up 
into the income distribution to an area where there are lots of peo- 
ple. This is the thick part of the income distribution so much larger 
numbers are affected in that range, where work is discouraged, 
than where work is encouraged. So, on balance, I would say that 
among working families it seems to me that there is general agree- 
ment that work is discouraged for them. If you consider in addition 
nonworking people who might possibly be encouraged to consider 
working you might get some additional work on balance. Even 
then, I would say you are likely to get less total output in the 
economy. 

Mr. Matsui. What about the fact that these people use every dol- 
lar they earn for disposable income, very little of it, maybe none 
of it goes into savings if you are a family of three or four making 
under $30,000 a year. That is a first point. 

The second point then is when they do work and they get income 
from that work they are getting more dollars in their pocket. Does 
that have an incentive to work to it? I mean particularly if it is 79 
cents on the dollar? 

I mean how could that be a disincentive to work if you need it, 
because that then prevents you from going into debt for one thing 
or having to borrow? Why is that not an incentive to work? It 
seems pretty common sense to me and I do not understand how 
you reach that conclusion that it is the opposite? 

Dr. Rosters. I think you have put your finger on a puzzling as- 
pect of this issue. You might say, well, if people are going to get 
extra money, surely they will work more no matter what their in- 
come level or the implicit tax they pay. 
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Mr. Matsui. Well, I mean if it were 10 cents on the dollar, I 
would say, OK, maybe there is no incentive to work. If it is 79 
cents on the dollar, it seems to me, particularly if you need the 
money — ^if you did not need the money, if you are maMng $200,000 
or $300,000 a year and you do not need the money, then you may 
not— but if you need the money it would seem that, boy, that is a 
pretty good incentive to work. 

Dr. Kosters. Well, for every extra dollar a person earns in that 
upper range there is, first of ^1, the 21-cent implicit tax workers 
could keep 79 cents, presumably, if they were not also in the 15- 
percent income tax range, plus perhaps State income taxes. Work- 
ers probably would not be able to keep quite that much, at least 
in the upper part of the income range but, below the EITC cutoff. 

Moreover, it seems to me that if you do not believe that people 
are going to respond to work incentives in the upper part of the in- 
come range where they receive EITC payments, it is unlikely that 
people would be encouraged to work in the lower part of the dis- 
tribution. Consequently, if these incentives produce no encourage- 
ment or discouragement to work, that raises a question about why 
we would not administer these payments completely through other 
welfare programs if there are no incentive effects. We would then 
not need to duplicate an auditing bureaucracy which is already in 
place to administer other programs. We would then not need to ex- 
pand compliance efforts by the IRS. 

Mr. Matsui. Are you suggesting that we move this to an appro- 
priation? 

Dr. Kosters. Yes. As a matter of fact EITC payments are out- 
lays instead of offsets to tax liabilities. 

Mr. Matsui. And you would support that? 

Dr. Kosters. Yes. 

Mr. Matsui. You would support 25 dollars’ billion worth of ap- 
propriations to these people? 

Dr. Kosters. Yes, I have suggested that. I think it would be bet- 
ter to administer payments under this program in a different way 
than through the tax system. Increasingly, as more complexities 
are added, the EITC looks more and more like the welfare system 
and it is very difficult for individuals to self-administer such a sys- 
tem. That is why they go to tax preparers, get loans, and so on. 

Mr. Matsui. Frank, it seems just the opposite to me, but I appre- 
ciate your comments and all of you. I know my time is running out 
and we have a vote. But, Mr. Greenstein, much has been discussed 
about the 1988 TCMP study. Would you just comment on that and 
explain whether this is an important issue for us to be concerned 
about, the so-called 40-percent rate of error? 

Mr. Greenstein. The issues it raised are important but the data 
from the 1988 TCMP is really not relevant today. It does not de- 
scribe the current situation. Congress in 1990 — ^looking at data 
from the 1985 TCMP which is very similar to data from the 1988 
TCMP — ^for several months the staff of this Committee, the Finance 
Committee, Treasury, and the IRS on a bipartisan basis did a 
major restructuring of the credit. That major restructuring, GAO 
subsequently did an analysis of it, and pointed out that they had 
removed the single magor source of error from the EITC. 
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There were some extremely complicated rules on support tests, 
and household filing status and dependency status that were hard 
for taxpayers to understand and that IRS could not enforce and 
those were removed in the 1990 change. 

I think the indication that there has been real change is that the 
1988 TCMP found that about 34 percent of the credit dollars 
claimed that year were overclaimed. 

The January 1994 study of a nonrepresentative seunple that 
probably had an above-average error rate had that figure down to 
26 percent and the latest Treasury analysis, IRS anEilysis which is 
in the Commissioner’s testimony, indicates that the current screens 
they have in place would have reduced it below 19 percent. 

That is what I was referring to when I said we appear to have 
cut the error rate about in half from what it was at the time of 
the 1988 TCMP. It is still too high, we have got to do more, but 
we appear to have cut it about in half. 

Mr. Matsui. I appreciate that answer. I am going to yield to Mr. 
Cardin. 

Mr. Cardin. Thank you. We only have a minute or two. First let 
me say that, to my friend Mr. Matsui and to our panelists here, 
I think on the next panel we have some people who can speak first- 
hand as to how the EITC was an incentive to work and I think that 
is the clear record of that effect. One of those individuals is Rhonda 
Clark, who happens to be from Baltimore, my district. I am not 
going to be able to be here during your testimony but I want to 
welcome you to our Committee. 

I also would just like to make one point, if I might, for the 
record. It is interesting that we have been spending all of our time 
talking about tr 3 ring to make sure that the error rates are brought 
down and we all agree on that and we need to change the system 
to make sure it works efficiently and that only those who are enti- 
tled to benefits, receive the benefits. 

But we have not been talking much about a large number of peo- 
ple who are perhaps out there who are entitled to the credit who 
do not avaul themselves of the credit. We really have not talked 
about one of the things that concerns me, which, is that this is a 
credit that some people are entitled to who do not even know about 
it. It could be used even more effectively to get people to work and 
I am not sure that we have taken full advantage of the credit. It 
is not to diminish the importance of making sure that we reduce 
the error rates, particularly the fraud rates as low as possible. We 
should not lose sight of the fact that this is a very valuable pro- 
gram and we should not be timid about making sure it is available 
to those people who could benefit from it. 

I thank the Chairman for yielding to me, and I yield back. 

Mr. Steuerle. Mr. Cardin, if I could just make one addition. To 
get to your problem, one of the major things you need to do is get 
to simplification. That has always been a goal. That is a major way 
you get the EITC to the people who do not yet file for it. 

Mr. Forman. Mr. Cardin, if I might come back to my proposal 
which would be for a $5,000 across-the-board exemption from So- 
cial Security taxes. Right now, basically 80 percent of the people 
eligible for the EITC are claiming it. The other 20 percent are not. 
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If you actually just said, well, we are just not going to collect the 
taxes on the first $5,000 of wages, then the other 20 percent would 
not have to pay these taxes and would not have to file the EITC 
to get the benefit back. We could get some benefit in every worker’s 
hands with an across-the-board exemption. 

We have exemptions and standard deductions in the income tax 
system, but the Social Security tax system is a regressive tax sys- 
tem that hits people on the very first dollar of wages. 

Mr. Cardin. Thank you. 

Mr. English [presiding]. Thank you. 

Gentlemen, we appreciate all of the testimony you are offering 
today and your massive expertise as a group. Just a few questions 
on my end. Dr. Kosters, you suggest in your testimony that the 
welfare system is already better able to administer the EITC Pro- 
gram than is the IRS. 

My question is, do you believe that welfare agencies are better 
able to track the earnings and assets of an individual, and if the 
EITC were administered by welfare agencies, would that not mean 
that low-income earners, many of whom have never dealt with the 
welfare systems, would be required to deal with welfare agencies 
as well as the tax system? 

Dr. Rosters. Well, that is an interesting question. There are 
some people who are getting the EITC who are not dealing with 
the welfare system, and if we wanted those people to get payments, 
and right, if kinds of people in different situations might be men- 
tioned, people who are, say, graduate students who might qualify 
for the EITC, but who are not on welfare. We want those people 
to get payments. Then they would have to presumably also get 
them through the same system. 

It seems to me that one possible approach to this, though, would 
be to say, let’s have an EITC that roughly compensates people for 
the payroll taxes they pay up to a certain level, and people who 
qualify for that can apply for it in the same way it’s administered 
now. 

People who get larger payments in the $3,000, $3,500 range, or 
something like that, those payments should be part of the payment 
system administered by the current welfare bureaucracy, as re- 
formed. Reform is now under way. 

Mr. English. Dr. Kosters, I know you are doubtlessly familiar 
with research by Gary Bertless, which seems to show that welfare 
mothers who can be expected to stay on the roles for an extended 
period of time, specifically those with little education, low test 
scores, and very little job experience, usually can find jobs that pay 
between $5.50 and $6 an hour, around $12,000 a year, and we have 
a lot of situations like that in my district. 

Bertless finds that most of these mothers fail to raise their wages 
over a 12-year period. These mothers are going to have to make a 
go of it on earnings of around $12,000 a year. 

Given the reality that our countries will have millions of low- 
skilled mothers rearing children for as far into the future as we can 
see, do you think that it would be better for the mother, for the 
children, and for society if these mothers are helped to a tolerable 
standard of living through the EITC provision? 
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I guess expanding on that, is not this strategy far preferable to 
allowing these mothers to stay on welfare indefinitely? 

Dr. IfeSTERS. Well, welfare mothers with low-earning capabili- 
ties, and in general, as research by Bertless and others shows, wel- 
fare mothers do have relatively low-eamings capabilities. 

This situation is not a cheery one, whether or not they get EITC 
payments. It seems to me that in our welfare system, we need to 
be prepared to provide support to some people. Some will not be 
in a position to be able to work, and they need to be provided sup- 
port, perhaps more support than they are now providing. 

For others, though, it seems to me, we could differentially treat 
them, provide them with less support if they are able to work, but 
choose not to. 

My sense is that the EITC is not going to make a big difference 
on that choice, and it seems to me it needs to be somewhat more 
of an administered choice. 

With regard to whether or not people’s earnings rise, people with 
relatively low earnings, that data of course comes from a period 
during the past 15 years or so, when people with low-earning capa- 
bilities had declining relative wages and they did rather poorly. 

It’s no surprise that that also applies to welfare mothers, or pre- 
vious welfare mothers, people who were on welfare and later on 
went to work. Those with lower earnings capabilities got very slow 
increases, like others who had not been on welfare previously. 

Mr. Greenstein. Mr. English, if I could just add a word. I think 
your question hit a very important nail on the head, or both of your 
questions. The fact of the matter is, most of the families that get 
the EITC, I think, are not on welfare, and most of them are not 
graduate students either. Many of them are people who probably 
will not go to the welfare office, if that is where you have to go to 
get the credit. 

We can take food stamps as an example. The working poor are 
eligible for food stamps. The income level goes up to modestly over 
the poverty line. The data show that only about a third, or 40 per- 
cent of working families that are eligible for food stamps, actually 
receive it. 

I also think, you know, we know that many mothers work their 
way off welfare and some of them slide back on. 

I think the EITC helps prevent some of them from sliding back 
on. If they have to commute to a rural area in a job, in an old car, 
and the car breaks down, that EITC, we hear, does things like pay 
for that $800 car repair, without which they give up the job and 
they go back onto welfare. 

The final point I would like to make is, last week there was a 
similar hearing to this one at the Finance Committee on the credit, 
and the GAO made a very interesting point. 

Their point was that, while the noncompliance rate is higher in 
the EITC than in programs like AFDC or food stamps, it’s coordi- 
nated with the tax system, so less than 1-percent of the dollars and 
the credit go for administration. 'The AFDC, food stamps, and other 
like programs use 12 percent of all the dollars in the program for 
administration and EI'TC. 
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I disagree with Marv on this. I think we are much better off as- 
sisting these people through the tax system than making them go 
back into the welfare system to get a wage supplement. 

Mr. English. Thank you, Mr. Greenstein. 

Dr. Rosters. I wonder if I could just add to that. With regard 
to costs of administration, it seems to me it would be appropriate 
to add into those costs the costs of paying tax preparers and of 
floating loans, which seems to me to be a real cost under the EITC 
as it is currently administered. 

Mr. Greenstein. Well, that is a reduction in the benefit the fam- 
ily gets, and in the absence of the refund anticipation loans, I think 
the commercial preparers often charge $30, $40, or $50 bucks, 
which is a relatively small proportion of the EITC payment. 

The additional payment that, fortunately, is now disappearing, 
are the additional payments lots of people paid for those loans in 
the past. If they do not get the loans anymore, the advance loans, 
then they do not have to make that interest payment for the loan. 

Mr. English. Thank you, Mr. Greenstein, and I want to thank 
all of you. I have about 15 more questions, but I am afraid the time 
does not allow us to pose them, and I appreciate this panel which 
represents more academic expertise on this subject than I have 
ever seen assembled, taking the time to come here and offer the 
benefits of your research. 

While I am here, at this moment, alone, I want to say that on 
behalf of all of the Members of the Ways and Means Committee, 
we appreciate the contribution that you have made to this debate, 
and I appreciate your coming out today. 

Thank you very much, and I will empanel the next group of 
witnesses. 

We are going to start with the parents who are currently utiliz- 
ing the EITC. 

I welcome Joseph Antolin, deputy director of the Illinois Depart- 
ment of Public Aid, in Springfield, Illinois, who is accompanied by 
Sherry Alvarez of Chicago, Illinois, a parent currently utilizing the 
EITC. 

Also with them is Dr. Lynn Olson, director of the Division of 
Child Health Research of the American Academy of Pediatrics, and 
a visiting scholar for the Center for Urban Affairs and Policy Re- 
search of Northwestern University in Evanston, Illinois. 

Also Rhonda Clark of Baltimore, Maryland, who is currently uti- 
lizing the EITC. 

I understand one or two of you have to make the train, so what 
I would like to do is start with Sherry Alvarez. 

STATEMENT OF SHERRY ALVAREZ, CHICAGO, ILLINOIS 

Ms. Alvarez. Good afternoon. Thank you for having me. 

I am nervous. I am a former recipient of public aid. I am working 
now. I have been working for 1 year. The tax credit has helped a 
lot because I have had some — ^while I was working, I had a crisis, 
and without the credit, I might have lost my job, and would have 
had to go back to public aid. 

Having the credit helps, because I had the money there to pre- 
vent losing my job. 
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The crisis was a propertyowner where I used to live, he sold the 
building but he did not give me any notice. The new landlady 
came, and she gave me 30 days notice to leave. 

We had no savings or anything, so it would have been hard to 
find somewhere for me and my kids to stay, without having the 
credit to back me up. 

Mr. English. Thank you, we appreciate your testimony, and if 
you want to amplify on that during the question and answer pe- 
riod, we can do that, too, if you prefer. 

Ms. Alvarez. Thank you. 

Mr. English. Thank you so much for taking the time to come 
here and testify from Illinois. 

I would like to recognize now, Rhonda Clark, for your testimony, 
and we appreciate your being here. 

STATEMENT OF RHONDA CLARK, BALTIMORE, MARYLAND 

Ms. Clark. I thank you for the opportunity to speak with the 
Committee today. My name is Rhonda Clark and I live in Balti- 
more, Maryland. I am a 26-year-old mother of an 8-year-old girl 
and a 7-year-old boy. I work full time as a receptionist at the Mary- 
land Committee for Children, and the sole support of my two chil- 
dren. 

I am a recipient of the advanced earned income credit, which 
means I will receive about 60 percent of the re-credit in each pay- 
check. At the end of the year, I file for the remaining 40 percent, 
and it is a very simple task to fill out one form with the depend- 
ents and sign my signature. It is not a very hard process to go 
through when filing. 

My story is not unique. I am like many others you may know, 
or you may not know. I dropped out of high school when I became 
pregnant with my daughter. I received my general equivalent di- 
ploma, my GED, but I was an AFDC recipient for 3 years until I 
went to Project Independence, which provides job training. 

Through Project Independence, which is Maiyleuid’s welfare-to- 
work program, I learned skills while I worked for a number of or- 
ganizations, including the Francis Scott Key Medical Center, in the 
personnel department, and the Baltimore Public Works Museum, 
as a tour guide and admissions clerk. 

In November 1993, I joined the private sector working full time 
at the Maryland Committee for Children. 

Although you have never met me, you know many others like 
me. The receptionist who directs your calls, the mother in the gro- 
cery store with two children, or the person you pass each morning 
on the way to work. 

The advanced earned income credit is very important to me and 
my family. I learned about it through my employer and it was easy 
to apply. 

l\^ile it is not an answer to aiU our problems, such as the need 
for affordable child care and health care, it has been a big help. 

Educating the people about the EITC takes place one person at 
a time. That is why it is important for all of us to spread the word 
and tell others about the EITC. There are many more people out 
there who could be getting the help they need, if only they would 
simply apply for it. 
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Applying is easy. To get the advanced earned income credit, all 
I had to do was list my dependents on an application, sign my 
name, and give it to my employer. The payroll services processed 
it. 

I have my advance earned income credit deposited into a savings 
account, so that it does not cross my hands, and it does not make 
me want to spend it right then. 

I think it also is a better way of not getting more trouble for my- 
self, giving false information, the information is there in each pay- 
check. 

I enjoy working and I want to continue to work. The EITC gives 
me some of the help I need to keep working, to stay independent, 
and to support my family. It is a help I cannot do without. 

Thank you. 

Mr. English. Thank you. 

I think what I am going to do, with Dr. Olson and Mr. Antolin’s 
indulgence, is ask the two of you a couple of questions, and then 
as you need to leave, give you an opportunity to head out, and then 
I will get their testimony and ask a few more questions. 

We very much appreciate all of you taking the time to participate 
here today, and improve our understanding of the EITC. 

For Sherry Alvarez, I have a question. Rhonda, you had indi- 
cated that you first heard of the EITC through your employer. 
Sherry, how did you find out about it? 

Ms. Alvaeez. Also through a similar program. It is called Project 
Chance, in Chicago, and I volunteered for their program, to go back 
to school, and I needed one credit to get my high school diploma. 
I went back and I got my high school diploma, and she was very 
helpful. 

She told me about the DAC Program, and although I found work 
on my own, she was very helpful. I learned about the credit from 
Project Chance. 

Mr. Antolin. Mr. English, if I may, that is the JOBS Program 
in Illinois. 

Mr. English. Very good. 

Ms. Clark, in your experience, do mothers in the welfare system 
understand the EITC? 

Ms. Clark. Not truly. A factor is simply that the government is 
giving them money. This is what most of the people I spoke with 
talked about. I have done conferences on the EITC in the past, and 
what we have found is a lot of people do not know why. They have 
asked me why, actually, and it is easy enough for me to say it is 
simple, it gives you the incentive to keep working, to stay. 

Instead of making $15,000 that year, you may make $17,000. It 
opens a lot of eyes and makes them want to stay. Instead of sitting 
home watching Oprah, they can be working and making $2,000 
more that year. It is not clear to a lot, but now, the more we have 
spread the word the past few years, the clearer it is to people, why 
they get the EITC. 

Mr. English. Ms. Alvarez, has that been your experience, too? 

Ms. Alvarez. I believe so. A lot of people do not understand why 
they get the credit. I explain that, EITC helps to keep lower income 
people who have children working. 
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I guess that is how I explain it. It is for the lower income people 
with kids. The government wants to keep them working. 

Mr. English. For both of you, if you were going to take steps to 
teach mothers about the EITC, what would you look to do? Would 
there be a good way of getting the word out, do you think? 

Ms. Clark. I cannot really say what would be a good way. I 
know that most people that are on AFDC do not know about the 
earned income credit. They do not know until, just by chance, they 
get that little flier, and then it may mean nothing to them. They 
just throw it away because they do not know what it means, or it 
does not pertain to me because I do not work. I am just here get- 
ting my AFDC check cashed. 

I would just explain to them that it is to help you stay out there, 
because in my own crisis, worrying about this credit stopping, it 
may mean like Mr. Goldstein spoke earlier, sliding back into the 
AFDC system and that is something that I really do not want. 

The EITC I believe would be just that little bit, for people that 
I speak with, knowing that child care cost is the biggest issue. 
Child care, to me, is more of an issue than the food program. 

Who is going to watch your children? That is the most important 
and most dearest to your heart. We just need to let the mothers 
know that the money is there for those purposes, for the food pur- 
poses, for the child care, the health care. 

Money for emergencies. AFDC recipients do not have money for 
emergencies. That is how I take advantage of my EITC, by having 
it put into a savings account for that and child care purposes. 

Now that I do have the EITC, when my child care facility decides 
to go to the beach or bowling, there is that $5 or $10 I can pull 
from my savings to say that they can go, on things that we would 
never have been able to, otherwise. 

It gives the parents the hope that their children can have what 
they have. 

Mr. English. I appreciate your testimony because you have 
given us a perspective that just is not often heard in the halls of 
Congress. \^at I would like to do is bring in now Dr. Olson and 
Mr. Antolin, and if any of you have to leave because we are run- 
ning so late with this hearing, feel free to head out. 

I very much appreciate your time. Mr. Antolin, can I bring you 
in now for your testimony, and we very much appreciate your tak- 
ing the time to be here. 

STATEMENT OF JOSEPH A. ANTOLIN, DEPUTY DIRECTOR, 

ILLINOIS DEPARTMENT OF PUBLIC AID, SPRINGFIELD, 

ILLINOIS 

Mr. Antolin. Thank you. This is an important issue to us in 
Illinois, Mr. Chairman, Members of the Committee. On behalf of 
Governor Edgar and Director Wright, I thank you for this oppor- 
tunity. 

I am the deputy director for the State Department of Public Aid. 
That means I am responsible for the AFDC, the food stamps, the 
employment and training program, child support, and welfare re- 
forms. 

One of the things that we have been trying to do for the last few 
years in Illinois is change what motivates client behavior to move 
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them to work. It is very consistent with what Congress wants the 
States to do, and which we think the States can do well. 

We have the 6th largest AFDC population and the 26th highest 
grants. We are a low-grant State, relative to most of our neighbors, 
and have, as a result, thought about welfare to work somewhat dif- 
ferently than many of our neighboring States. 

We have established waiver programs that got rid of the two- 
parent penalty, that have made it much less confusing as to what 
are the incentives to work. The cornerstone of our programs has es- 
tablished a program called Work Pays, which is a State budgeting 
method to say to welfare clients, it is worth it to go to work, any 
time, any place, for any kind of job, for however many hours. They 
are better off, because they keep $2out of every $3 that they earn. 

In addition, we have integrated the EITC as part of the market- 
ing of Work Pays to our clients to motivate them to go to work. 

EITC, Work Pays, and the other sets of AFDC waivers that we 
call Fresh Start, have combined to move people from welfare to 
work, and what we are trying to do in Illinois. We have trained our 
staff on how the EITC works, and some of the nuances of the rules, 
and how they qualify, so that they can explain to our clients. 

That is the income maintenance staff, not the traditional staff 
that talk to clients about work-related activities. 

The EITC pamphlets and posters from the IRS are in all our of- 
fices, and are available next to the public aid offices. 

They are handed out as part of the intake package that individ- 
uals get, explaining to them what are some of the programs they 
can benefit from by working. 

Our earned income workers, who deal with clients who have 
earnings, have IRS tax forms on hand and give them to the clients 
when they have face to face interaction with them, to urge them 
to apply for EITC. 

All of the Work Pays pamphlets that we have now reference the 
EITC and the benefits of EITC as well. All of the public presen- 
tations, the scripts involved, talk about EITC as well as Work 
Pays, as if they are part and parcel of the same welfare to work 
initiative, which is how we are treating them*. 

There is an annual written notice, in January, that goes to every 
AFDC client, with their check, telling them about the EITC and 
the benefits of going to work, and if they have worked in the past 
year, that they should be filing for it. 

EITC information is part of the video that is playing in the wait- 
ing rooms in many of our offices now, along with Work Pays and 
paternity establishment. They are the three important themes. 

You might ask what has been the point of that, and various 
other intermittent things that we have done — ^media blitzes a^ut 
Work Pays and the EITC. 

Nineteen months ago, when we started the Work Pays waiver, 
about 6.8 percent of the AFDC population were working adults. 

That accounts for about 14,000 cases in our State. Last month, 
we had 28,400 families working while they were still on AFDC. 

In addition, during those 19 months, we had 35,000 families can- 
cel assistance because they were working. 

Our AFDC rolls are going down, our earned income rolls have 
doubled, and what we are basically seeing is more and more people 
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moving into the work force. Admittedly, many are moving into low 
pay, minimum wage jobs, but that is the market reality. 

Why we think EITC is so important is exactly that market re- 
ality. The jobs that are being created in Illinois often tend to be 
entry level, minimum wage, or a little bit more than minimum 
wage, less than full-time jobs, often without benefits. 

Work Pays and EITC make it worthwhile for individuals to leave 
welfare or have a reduced welfare benefit, and go into the work 
force. 

What Ms. Alvarez did not testify to, if I could add, is that when 
she started working, there was a modest AFDC supplement. She 
got a pay raise due to the quality of her work at the insurance com- 
pany employing her. As a result, she lost AFDC eligibility. She has 
gotten a subsequent pay raise. EITC has helped smooth through at 
least two crises that we are aware of. 

One, to which she referred, was the eviction where the EITC 
funding came through in terms of a security deposit and moving 
expenses, which she otherwise would not have had. 

Let me assure you, before EITC and Work Pays, she would have 
been back on welfare. The second is that she is being asked by her 
employer to do some traveling, there is money set aside with this 
year’s EITC refund for a car which she plans to purchase. She 
could not have done that before, and she could not have done it at 
her salary. 

So EITC Is really making it possible for her to keep working and 
expand her responsibilities, ana do better. 

[The prepared statement and attachments follow:] 



172 


STATS OP ILLINOIS 
DBPARtNBNT OP PUBLIC AID 

Joseph A. Aneolln, Deputy Director 

SABSB> UnCMB TAX (3UB>Tr 
ADVISCST mtASTIW 

June IS, 1995 


Good morning. Chairmen Johnson, Chairmen Shew, end members of the 
Subcommittees on Oversight end Rumen Resources. I am Joseph Antolin, Deputy 
Director of the Illinois Department of Public Aid. I am responsible for Field 
Operations, Child Support Bnforceaient, welfare employment and training 
programs, end welfare reform denonstrations in Illinois. On behalf of 
Governor Jim Bdgar, Director Robert Mright, end the State of Illinois, I thank 
you for this opportunity to discuss the Earned Income Tex Credit (BITC) end 
Its Integral role In our efforts to move AFDC recipients into the labor force 
and off welfare. 

Illinois is a large, diverse state with the sixth largest AFDC caseload in the 
nation. Our state has also been a leader in welfare reform by changing the 
incentives in the system to iMtlvate different behavior. He have integrated 
EITC into our reforms and our eaqMrlenee. The current BITC program 
establishes, when used in conjuction with reforms, a po%ferful financial 
incentive for clients to work Instead of just being dependent on welfare. 

1993 PR8SH snRT HKLPASB RSPOBM IlfZTlJaTVBS 

The federal AFDC rules governing work and eligibility are complex and 
confusing to both clients and etaff. They severely limit financial incentives 
to work, since either after 4 months or twelve months, the AFDC grant is 
essentially reduced a dollar for every dollar earned. As a result, after a 
tforking person's social security and taxes were deducted from income and 
Medicaid eligibility ended, a working family meaiber was often worse off 
financially than a person dependent on welfare. To turn these disencentlves 
around, Illinois has isplemented a set of federal waivers, policy changes, and 
a statewide welfare to work marketing program. 

In November, 1993, Governor Bdgar iiqplemented a multi-faceted federal welfare 
reform demonstration called Fresh Start. Fresh Start inclxides statewide 
waivers to support the fasdly stability and es^loyment potential of two-parent 
households, and encourage recipients to accept seasonal or temporary jobs: and 
smaller demonstrations to move homeless families into work, provide job 
training to at-risk teens before they have a child, and to train unecqployed 
non-custodial fathers eo that they could support their children. 

However, the main con^>onent of Fresh Start, and the centerpiece of Illinois 
welfare reform ie a program we In^lemented statewide and call Hork Pays . The 
major goal of Hock Pays is to give AFDC clients an earned income budgeting 
system that provides positive, real financial incentives to go to work. Hork 
Pays replaced federal regulations for budgeting earned income (conwnonly 
referred to as the "$30 and one-third disregard”) . Work Pays sends s sinqple 
message to parents on AFDC that they should be working because it will always 
be in their best financial interest to do so. Under Hork Pays, for every $3 
earned, the AFDC cash assistance grant Is reduced by $1. These grant 
reductions and the corresponding reductions in the family's food stands 
continue until the family has worked their way off welfare. 

At the same time Illinois was in^leraenting Hork Pays, the federal government 
was enhancing the value of BITC for working families. Only by going to work 
could a welfare family obtain the credit. Hork Pays and BITC, thus, combined 
into a powerful incentive for AFDC clients to enter the labor force. 

Hork Pays and the BITC have been the catalysts for a fimdamental change in the 
welfare culture In Illinois. Public Aid offices no longer singly determine 
payment levels and authorize the distribution of assistance checks to 
"eligible" cases. More than ever before, the emphasis of the caseworker and 
the Illinois welfare system is to help parents find their, way off welfare 
through work. At every client redetermination and interview, caseworkers 
review the benefits of Hork Pays and the BITC. Bach local public aid office 
now establishes an annual target to increase the level of clients are 
enployed in that county. 
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As I will e3q>lain in detail, Nork Pays and the BITC are the cornerstones of an 
aggressive effort to sell the idea of en^loyment to both long auid ahort-tem 
welfare clients. 

BOW ILLINOIS HAS 1JSBD BITC TO PIUMOTB BtPLOYKBHT AHD WELFABB KBPCHM 

BITC is ongoing, essential part of Illinois ’ intensive efforts to motivate 
and move large nvinbers of APDC clients Into the work force. To illustrate: 

In PY’SS. Illinois contracted with a not-for-profit organization in 
Chicago, the Center for Law and Kimtan Services, to train our staff in 
the BITC and how to promote it to clients. Staff now tell job seekers 
how the BITC can turn a $S an hour job into one worth $6 an hour. 

BITC pamphlets and posters were obtained from the IRS and are readily 
available to all clients in each of the 142 Department of Public Aid 
offices in the State. In addition, our earned income budgeting 
caseworkers have IRS tax forms on hand and encourage clients to file 
their taxes. 

A description of the benefits of the BITC and its role in moving people 
from welfare to work in conjunction with Work Pays and Fresh Start 
policies is the focus of our public presentations on Illinois welfare 
reform to clients, cofimunity organizations, and the general public. 

The BITC is addressed in detail at all client orientations of the 
Illinois JOBS Program. In our readiness sessions with clients, the 
BITC is discussed as a major incentive for recipients of public 
assistance to seek, obtain, and retain jobs. 

An annual written notice on the benefits of BITC is distributed to all 
AFDC cases, usvially in January. We es^licitly emphasize how this 
program makes %«ork a better option than just welfare. 

The BITC has also been a main component in our Work Pays and other welfare 
reform marketing efforts. Some exanples include: 

The positive effects of the BITC on an AFDC family who goes to work is a 
major part of our client work Pays brochure. Over ISO, 000 have been 
distributed since November of 1993. 

The BITC is an integral part of our Work Pays video, which is shown on a 
continual basis in many Department waiting rooms. 

BITC calculations are highlighted in our agency Work Pays handout 
sheets. These give clients tangible examples of how Work Pays and the 
BITC will really impact their income. 

In 1994, the Department placed "Letters to the Editor” from local 
Department administrators in newspapers throughout the state to explain 
the thrust of Work Pays and the BITC emd the renewed commitment to move 
people into the work force . 

In Spring 1995, the Department hosted two major Work Pays Job Pairs in 
the City of Chicago. Nearly 4,000 clients volunteered to learn about 
work opportunities, meet employers, and most Importantly, discover how 
getting a job could benefit their families financially. The Work Pays 
income disregard, when combined with the additional benefits of BITC, 
brought home to clients exactly how much their total annual incomes can 
increase dramatically when they take a job, even a part-time mlniimun 
wage job. 

What have been the results of this welfare to work effort? 

In October. 1993, only 14,144 or 6.6% of the employable AFDC cases in Illinois 
were reporting earnings from enployment. By May, 1995, 26,413 or 13.7% of 
AFDC cases that inclxide an adult were working. This represents an increase of 
over 100% in the first 19 months of a 46 month waiver. 



174 


In addition, over 35,419 clients have cancelled assistance due to earnings 
over the same period and Illinois' APDC caseload has begxin to get smaller. I 
have attached a chart which reflects this tremendous growth in en^iloyment . 

I'd also like to share a map of Illinois which portrays counties «diich had 20% 
of the AFDC clients in the workforce prior to Work Pays and to marketing BITC, 
and contrast with a map of the counties %diich have at least 20% of the AFDC 
caseload enployed today. These results have exceeded our esqMctatlons , but 
confirm the power of economic Incentives in moving people from welfare to 
work. 

He know from client surveys and input from comnunity organizations that the 
focused marketing of Fresh Start, Work tmym, and BITC have played a major role 
in this movement to work. Without the availability of the BITC, especially 
for low wage jobs, these results would not have been achieved as guickly. 

MBW BFPOBTS AT WBLFABB KBFCMM IV TTJ.nariTa 

To allow us to assist even more individuals to move off welfare, Illinois has 
embarked on an ambitious plan to further reform %*elfare in our state. These 
new initiatives are designed to build on the incentives to work created by the 
BITC, Work Fays, and Fresh Start, and to strengthen our active efforts to move 
people into employment and off of public assistance. While we are currently 
seeking federal Mivers to iepleaient some parts of the plan, the basic design 
put forward by Governor Bdgar has four lar^ components: 

First, teen mothers, 18 years old and under, must return or stay in school 
and cooplete their high school education or obtain a QED to receive AFDC. 
They will be better equipped to get a job and avoid the risk of long-term 
welfare dependency. This is known as Illinois' Teen Parent Initiative and 
is currently in operation in Illinois. Along with case management and 
st^portive services designed to assist these young mothers, parenting 
classes are mandatory. Tha Department contracted with 44 cosnunity-based 
organisations ststewide to provide case management to over 7,000 teen 
parents . 

Second, parents whose yoimgest child Is 13 or over will be placed in the 
''Targeted Work laltiative*, «diich has a two year time limit for receipt of 
AFDC without earned incosie. Many persons In this group are long-term 
welfare recipients. The program is designed to move cllenta into any 
enployment, but it is likely it will be in part-time, minimum wage jobs. 
The BITC will be e key factor in these clients staying with the job as 
they transition off welfare. 

Third, job ready AFDC appllcanta will be required to participate in job 
readiness sessions and Intensive job search. Seeking employment will be a 
full-time activity for thia groip in their initial experience with the 
welfare system for the first six months. 

Fourth, the promotion of Work Pays and the BITC will be closely linked to 
four aggressive and innovative child eui^rt collection initiatives. AFDC 
recipients will be educated ae to bow the combined benefits of enployment. 
Work Pays, the BITC, and child support payments, is the best approach to 
escape poverty. 

Illinois has chosen to pursue these reforms even before s block grant is 
reality. In part, in reliance on the evailebility of the BITC to make any 
employment provide financial gain for the fasdly. 

BITC AMD W«r.FABK BBFOKM DT ILUMOIS 

The reform initietlvee 1 have described involve nearly 100,000 current and 
future tfelfare recipients through fY'9«. Dus to resource reality end to help 
clients be responsible for their own futures, Illinois will contlntie to focus 
on motivating clients to be their own j^ developers. A big pert of this is 
first convincing them that, Indeed, work does pay. They must recognize that 
even at entry-level or part-time wages «diere most welfare clients do start 
working, it makes financial sense ioeedistely to get end keep a job. When job 
seekers on public aid understand the flnenciel incentives to be gained, they 
become much more motivated. Boployara with entry-level positions are looking 
for persons with motivation, and the BITC often provides Che "carrot” that 
makes the difference. 
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Prom a policy perspective, the beauty of the EITC is that you have to work to 
get it. It is not just another welfare "entitlement" that simply pays 
individuals for doing nothing. As we make the receipt of assistance benefits 
dependent upon the client's willingness to work, we must ensure and constantly 
reinforce that they will always be financially better off to do so. 

Also, a point that should not be lost in the debate over the EITC is its role 
in supporting en^loyers. An enqployer is not expected to be a social service 
agency. An employer wants a dedicated, enthusiastic en^loyee. No enployer 
wants high turnover at his company, even in entry level positions. 

The current EITC program reflects the economic realities of the 1990 's. Many 
of the jobs being created during the current economic expansion are entry 
level opportunities in service or retail areas. Many offer less than full 
time hours. However, any job is better than no job. The EITC allows 
individuals to take jobs that are available, but that they may have previously 
avoided due to low pay or lack of benefits. Since the economy is creating 
these jobs, the financial incentives must be in place to expect those on 
welfare to work and to support their families. 

The EITC and initiatives like Work Pays in Illinois help to supplement the low 
wages necessary in many entry-level jobs. This allows a person, new to the 
workforce, to meet the day-to-day or une}q>ected financial needs of their 
family. At the same time, they can continue to be a valued, ambitious 
employee. As a person gains experience on the job, wages will usually 
increase, or they may move to a better job. The experience gained and the 
need for outside financial supports will progressively lessen and will 
ultimately disappear for that employee in many, if not most, cases. 

HOW EITC HELPED A WELFARE MOTHER TO SELF SnFFICIBNCy 

Congress often uses tax incentives to encourage certain desirable economic or 
social activity, and is willing to forego the revenue lost to acheive positive 
results . The home mortgage interest deduction encourages home ownership 
because when people own their own homes, the strength and stability of the 
nation is enhanced. People have a real economic and social stake in the 
society in which they live. Even more than home ownership, the idea that the 
able-bodied should work and support themselves is one of the fundamental 
values that we all hold dear. The main purpose of the EITC is to strongly 
support that value. 

With me today is Ms. Sherry Alvarez who Illustrates how the EITC has served 
its purpose. Hers is a successful testament to how positive public policy can 
help a family leave the public aid roles and become self-sufficient. She will 
tell you her own story, but 1 would like to review the principle facts here. 

Ms. Alvarez is a mother of two who received AFPC for approximately five years 
before her income from employment was sufficient to cancel her public 
assistance case. During that time, she volunteered for the JOBS program and 
participated in a Community Work Experience placement at IDPA headquarters in 
Chicago. Subsequent en^loyment at an insurance company has allowed her to 
successfully leave the AFDC roles. 

The EITC was a significant factor when a housing crisis arose for the Alvarez 
family. They were able to provide a security deposit and the first month’s 
rent with funds from the EITC when they were forced to relocate with little 
notice. Without the EITC, the family would not have had the resources to 
relocate while Ms. Alvarez continued working. Moreover, if she would have had 
to interrupt work, she very likely would have returned to the assistance roles. 

CCmCLDSIOH 

I hope my testimony has adequately explained the critical role EITC plays in 
the efforts of tens of thousands in Illinois alone who are trying to work to 
create a better life for their families and to become taxpayers. As you 
consider making refinements in the EITC, please remember its very i^^rt^ult 
role in getting people off of welfare who are hardworking, but happen to earn 
low wages . 

In sum, welfare reform requires state flexibility to design the programs and 
to use the tools to make work a real alternative to welfare dependency. We 
have forged ahead in welfare reform in Illinois through the foundation piece, 
Work Pays, with the EITC as an integral part of that effort. We have made 
great strides in Illinois and anticipate you will help us continue moving 
forward on this path even as you refine EITC. Thank you again for the 
opportxmity to address this Subcommittee. 
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Mr. English. Well, that is outstanding, and what I would like 
to do at this point is bring Dr. Olson, who has been very patient, 
in for her testimony, and we look forward to her contribution. 

STATEMENT OF LYNN M. OLSON, PH.D., SENIOR RESEARCHER, 

DEPARTMENT OF RESEARCH, AMERICAN ACADEMY OF 

PEDIATRICS; AND VISITING SCHOLAR, CENTER FOR URBAN 

AFFAIRS AND POLICY RESEARCH, NORTHWESTERN UNIVER- 
SITY, EVANSTON, ILLINOIS 

Dr. Olson. Thank you. I am happy to have the opportunity to 
talk with you about some of the research I have done on the EITC. 
My intent today is to use that research to talk with you about what 
the EITC looks like from the street level perspective of women, par- 
ticularly in the welfare to work group. 

I will address three questions. First, what does the monetary 
benefit of the credit mean for mothers moving between welfare and 
work? Second, what do these mothers know about the credit? And 
third, how do they go about obtaining it? 

I will suggest the following answers are true for many, if not 
most, of the families in this category. First, the extra funds they 
receive from the credit are vital to them. Second, the level of mis- 
understanding about the EITC is very high, and third, these work- 
ers are unlikely to have the knowledge or confidence to do their 
own taxes. 

I draw these conclusions from indepth interviews with 30 women 
across three welfare- to-work programs in Chicago in 1993. I want 
to point out that these interviews were done before the kinds of 
things Illinois has recently been doing, that Mr. Antolin talked 
about. 

Clearly, the women greatly valued their tax refunds, which often 
went to pay pressing bills. “It saved me,” said a mother, facing 
eviction. Others made special purchases they could otherwise never 
afford, like the downpayment on a used car, purchasing clothing, 
or furniture for their children. 

“I just look around the house and I see what I worked for. I 
worked hard, and it felt good.” 

A few of the more experienced workers were able to make a con- 
nection that the credit is one of the benefits they had, now that 
they were working. 

“Tlie earned income automatically affects you in a positive way 
if you are working. All these incentives, ones with public aid do not 
have anything.” 

However, I found that most could not make this kind of explicit 
link between the credit and their own work efforts. 

Some people had never heard of the EITC. More commonly, peo- 
ple had heard about it, but, really, they knew little more than that, 
and what they knew was frequently mistaken. For example, some 
were not planning to file because they thought they made too little 
money to do so. Or, because they did not file in the past, they 
thought they would be in trouble now. 

Others believed that the EITC was the same thing as the tax de- 
duction for dependents, or the child care credit, or the credit for 
being head of household. Another woman believed that this would 
affect her food stamp benefits negatively. No one we spoke with 
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had heard of the advanced payment option at that time, and when 
we explained it to them, they were rather skeptical about it. 

I would also point out that there was widespread misunderstand- 
ing about the refundable nature of the credit. They did not under- 
stand that they were in fact getting additional money from the gov- 
ernment, as illustrated by this particular woman, who actually 
earned so little money that she would not have been paying any 
Federal taxes. 

“Whatever you are supposed to get back, they are still taking out 
taxes.” You get money back, but they have already taken out taxes. 

You would hear a lot of, “Well, I am getting my money back.” 
And relatedly, most did not have, really, any idea if working more, 
or less, would increase or decrease the amount of credit that they 
were getting. 

In summary, it often seemed that people perceived this refund 
more as an unexplained, very welcome windf^l, rather than some- 
thing that was clearly connected with wages they had earned. 

Finally, how do welfare mothers actually go about obtaining their 
EITC? I think the answer reflects things we have heard today — 
that many are unlikely to have the confidence or knowledge to ac- 
tually file their own taxes. Only 4 of the 30 people we spoke with 
had ever done so, and those tended to be in the past when they 
could use the EZ form. 

A few had vague knowledge of some services like the Vita Tax 
Clinics, but actually, none of the people had ever used them. In 
contrast, everybody very clearly knew about commercial tax pre- 
parers, where they had gone and paid, at that time, between $65 
and $100 to have their taxes done, and these frequently included 
the refund anticipation loans. I think that the dependence on com- 
mercial preparers might also reinforce ignorance about the EITC. 
Clients will tend to hand over their W-2s and expect the agency 
to do the job for them. “I just let them fill it out and send it back, 
and whatever comes, if I have got something coming back, it is OK 
with me.” 

And in fact a lot of people did not know whether or not the EITC 
had been claimed for them. We heard a few examples, where clear- 
ly, it suggested that some real errors had been made by the pre- 
parer. 

I would note that since these data were collected, new IRS poli- 
cies to reduce fraud should also reduce, of course, the use of elec- 
tronic filing and the refund anticipation loans. 

However, I think we can still expect a group that is going to be 
dependent on commercial preparers in one way or another. That is 
not going to change. 

In summary, as you consider ways to improve the EITC, I would 
suggest a few lessons from street level experience. 

First of all, the problems of error and fraud in the EITC are ap- 
parent and those things do need to be addressed. It is quite un- 
likely that the women I spoke about today are the people who are 
the architects of fraud. They clearly would not have the informa- 
tion to be doing that. 
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Antifraud measures should not create greater barriers for those 
who are legitimately eligible for the benefits, or make them more 
dependent on commercial tax preparers. 

Second, I would urge that much more attention be given to the 
practical realities of how the EITC is implemented. 

One of the reasons for the popularity of the EITC has been its 
very low administrative cost. I would argue, though, that it is unre- 
alistic to think that you can efficiently administer a program that 
large, to that many people, without some real costs. 

The EITC is a very valuable program for these families, and I 
believe there are real opportunities to improve it. The kinds of 
things I would suggest would very much dovetail with the things 
that Mr. Antolin said. 

With that, I will conclude, and thank you for the opportunity. 

[The prepared statement follows:] 
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STATEMENT OF LYNN M. OLSON, PH.D. 

DIRECTOR, DIVISION OF CHILD HEALTH RESEARCH, 
AMERICAN ACADEMY OF PEDIATRICS, AND VISITING SCHOLAR, 
CENTER FOR URBAN AFFAIRS AND POLICY RESEARCH, 
NORTHWESTERN UNIVERSITY, EVANSTON, ILLINOIS 


Chairmen, subcommittee members. I am pleased to speak to you about the research 
I have conducted on the Earned Income Tax Credit (EITC). I am Lynn Olson, a 
sociologist and a visiting scholar at the Center for Urban Affairs and Policy Research 
Northwestern University. I am a senior researcher in the Department of Research, 
American Academy of Pediatrics. The Academy is very interested in welfare reform 
and its impact on children, but I speak here today on my own behalf 

My intent today is to suggest what the EITC looks like from the street-level 
perspective of women in the wetlare-to-work transition This is the group, I presume, 
you most hope will be helped by the EITC, a refundable tax credit lor low-income 
families I will address three questions: 

• What does the monetary benefit of the EITC mean to mothers moving 
between welfare and work? 

• What do these mothers know about the EITC? 

• How do they go about obtaining the EITC? 

I will suggest the following answers are true for many, if not most, families in the 
welfare-to-work group: ■ The extra funds they receive through the EITC are vital. 

■ The level of misunderstanding about the EITC is very high. ■ These workers are 
unlikely to have the knowledge or confidence to do their own taxes; they are often 
dependent on commercial agencies where they pay high tees 

I base these observations, broadly, on several years of experience as a researcher 
with Project Match, a welfare-to-work demonstration in the inner-city of Chicago. 
Specifically, these conclusions are drawn from in-depth interviews in 1 993 with 30 
women in three welfare-to-work programs across the Chicago area. I have also had 
the opportunity to speak with people around the country involved with the EITC, and 
their experiences reinforce these conclusions 

Value of the EITC to Very Low-Income Families 

The women interviewed in this study had average earnings of only $7800, which put 
most of them in the phase-in category where the EITC should certainly operate as a 
work incentive. Clearly the women greatly valued the tax refunds they received 
They reported very quickly using their funds, often to pay pressing bills, as in the 
case of this mother who was facing the threat of eviction: 

"I needed that too All that went to my rent because I was so backed up 
paying my rent It saved me twice. I think this year it's going to do the 
same thing." 

Thus, for many families their tax refund was an essential means of paving over a 
financial crisis and taking care of bare necessities Others said they used the funds 
to make special purchases like a down payment on a used car, new clothing for their 
children, or furniture: 

"I just look around the house and I see ditterent things that I bought. ...I 
was able to look at what I had worked tor. because I work hard. . . Last 
summer - sometimes I wouldn't get off until 1 1 30 at night and I had to be 
right back at six that next morning. So I worked hard and I felt good and 
got that money back." 

A few of the women with more knowledge and work experience identified the EITC 
as one of the benefits they received now that they were working and not on welfare: 

"The earned income automatically affects you in a positive way if you're 
working. If you're on public aid you can't even file it . So I'm getting like 
$700 back . So anything I have - if I needed a car. boom, there it is. If my 
daughter needed clothes that I couldnl handle before, boom, there it is. 

All these incentives. Ones with public aid don't have anything." 
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Misinformation About the EITC 

However, most of those we spoke with could not make such an explicit link between 
the EITC and their work efforts. Ideally, for a program to be an incentive people will 
understand how it works and will know what they are receiving. It appears these 
optimal conditions are often not met. A handful of women - those who had been in 
the work force for several yeeirs - were quite knowledgeable about the tax system 
and the EITC. Yet such cases were clearly the exception. 

The workers interviewed valued their tax refunds, but that did not necessarily mean 
they understood how EITC benefits are determined or even that such a program 
existed. Before we described it to them, some of the women said they had never 
heard of the EITC. More commonly, respondents said they had "heard of" the credit, 
but knew little more than that: 

"I didn't really know about the earned income-not really. I didn't know it's 
as much as it is. There's a lot of people that don't know that." 

These workers were frequently confused or misinformed about EITC regulations anc 
benefits: 

"I just heard that if you receive AFDC you might be eligible for it." 

"They sent me a thing about how much money I got from unemployment, 
and they had that (information about the EITC) in there. They had the 
form, and I read It. It sounded good. But I didn't know how to get it, so it 
was like, forget it!" 

"You can get back up to $2500, but I got like $1018 back. I don't know if it 
was how much I made or actually how they go about doing it." 

Interviewees were misinformed about eligibility for the EITC. For some a myth was 
that they were not eligible and were not planning to file because they made too little 
money. Another problem was confusion among types of tax credits. For example, 
some thought the EITC is the same as the tax deduction for dependents or the credit 
for child care payments or being "head of household." There were other fears about 
filing. One woman thought she would be in trouble because she had not filed last 
year. Another was mistakenly concerned it would affect her food stamp allotment. 

It was not surprising that no one we spoke with was famiiiar with the advance 
payment option. When we explained it to them, most of these workers were skeptica 
about using this choice. Some said they preferred the forced "savings" of getting a 
lump sum at the end of the year. Others were tearful that the calculations would not 
work out correctly and that they would owe the government money at the end of the 
year, money they would not have. 

We explicitly asked several of the women where they thought the EITC refund money 
came from or what determined the amount they would receive. Many were 
uncertain, as illustrated by the comments of these two women, each of whom earned 
so little that they owed no federal income tax: 

"Well, some of it has to do with the money they took out and then they 
gave me so much for my dependent, my son. That's where it came from." 

"Whatever you're supposed to get back, they're still taking out taxes. 

You get money back but the/re still taking out a big chunk. They've 
already took out taxes “ 

Thus, many did not know that the EITC is in addition to the money they had withheld 
in federal taxes. In their view they were just getting back the money that had already 
been taken from their checks. Belatedly, most did not know if working more or less 
would increase or decrease the amount of credit they received. In sum, I found most 
women interviewed perceived their tax refund more as an unexplained, but welcome 
"windfall," rather than as wages they had earned. 
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Dependence on Commercial Agencies to Obtain the EITC. 

How do welfare mothers actually obtain their EITC benefits? Who files their tax 
returns? My observations indicate many are unlikely to have the confidence or 
knowledge to do their own taxes. For example, one-third of the women interviewed 
did not know that April 15th is the deadline to file taxes. Only 4 of the 30 women 
interviewed had ever completed their own tax forms. 

"I don't know about this tax and stuff. She was trying to show me one 
time so I'd do it myself and I never could figure it out." 

A few had vague knowledge of community agencies that might assist in preparing 
taxes or Volunteer Income Tax Assistance (VITA) clinics staffed by IRS volunteers, 
but none had ever used these services. In contrast, everyone knew of commercial 
tax preparers Most had used such agencies to file their taxes, paying fees between 
$65 and $100 to have their 1040 forms completed, to file electronically, and/or to 
receive a refund anticipation loan (essentially an extremely high interest, short-term 
loan so that they could have the use of their tax refund within a few days). 

These commercial fees often ate up a substantial portion of the worker's return. In 
the most egregious case one woman paid $70 and only received a check for $30. 
Many tax agencies appear to target the market of EITC-eligible filers. During tax 
season storefront offices spring up in low-income neighborhoods. Numerous ads 
appear on the sides of buses and park benches, enticing people to "Get your refund 
now!” Television ads offer both fear tactics and enticements One ad, which aired at 
the time of our interviews, asking "Who does your taxes?" showed several people 
expressing fears that if they did their own taxes they might make mistakes. Included 
was an older African American man who says, "If I did my own taxes I would go to jail 
because I don't know what I'm doing!" Other pitches were reminiscent of lottery 
advertising, with images of people lounging in sunny vacation spots. 

Clearly the monetary loss is one problem when low-income workers rely on 
commercial firms to receive their EITC. But I believe there are other reasons to be 
concerned about this situation. The system reinforces ignorance about the EITC 
benefit. Clients rely on the agency to do the job right, and apparently receive little 
consumer information about how their tax refunds are calculated; 

"You give them your forms... They fill it out and (you) see what money 
you get back." 

"I was wondering how that works. I never did know that. I just let them 
fill it out and send it back and whatever comes, if I've got some coming 
back, it's okay with me." 

Many, for instance, did not know whether or not the agency had filed the EITC for 
them. (During our interviews, copies of interviewees' tax forms were not available, 
so it was not possible to determine precisely what was or was not done.) From the 
refund amounts reported it seemed likely that many had been given the credit, even 
though they had not been told or did not understand what had been done. But a few 
of the stories we heard suggested the agencies on which low-income workers 
heavily rely do not always do the job right. Some might not get the lull refund to 
which they are entitled because of the inadequacies of commercial preparers. One 
of the more knowledgeable respondents explained: 

"If you don't already know it they woni tell you anything. They just fill it 
out. They woni tell you anything. You have to a^ them the questions." 

Another woman described a similar experience where the preparer was not going to 
calculate the EITC into her return; 

"There's a lot of questions she should have asked and she didni. I 
asked her what about the earned income. She didni mention it. I 
asked her about the head of household. She didn't mention it 
either.. ..When she got through with them I was only getting $700- 
something and it totally was wrong after she did it. I explained to her 
why it was wrong and what she did not do." 
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Once the EITC and head of household credits were correctly computed the woman 
received a refund of $1900. Ironically this savvy filer had gone to the agency 
because she did not trust her own calculations: she wanted to be safe and get a 
second opinion. 

I would note that since these data were collected, actions in 1995 by the Internal 
Revenue Service (IRS) to hold and check returns where the EITC is claimed should 
reduce EITC-fllers' use of electronic filing and refund anticipation loans. While these 
new IRS procedures mean EITC filers must wait much longer to receive their refunds 
I presume they will reduce fraud and errors. The full impact of these changes from 
the EITC filer's perspective is unknown, but we can assume many will continue to be 
reliant on commercial agents to prepare their taxes. 


Summary and Policy Implications 

I believe the EITC is a very valuable program. It supports the hard-fought efforts of 
low-income working parents to get and stay off welfare and helps them to adequately 
care for their children. As indicated by your hearing today, there are problems with 
the system that need to be fixed. I think there is a great opportunity to take action to 
make certain the EITC reaches those who are eligible and that it is an incentive for 
families trying to leave welfare 

As you consider these changes let me suggest a few lessons to use from street level 
experience: First, the problems of errors and fraud in the EITC have received a good 
deal of attention lately. These issues must be addressed. Given their lack of 
knowledge about tax rules and procedures, it is quite unlikely the women I spoke 
about today are among the architects of fraud schemes While some people who are 
not eligible receive EITC benefits, there are others who are eligible who do not 
receive them. Anti-fraud measures should not create greater barriers for those 
legitimately eligible for EITC benefits. Changes that make filing for the EITC more 
complicate will increase many workers' dependence on commercial tax preparers. 

Second, I would urge that much more attention be given to the practical realities of 
how the EITC is implemented. It is particularly important to reach the lowest income 
EITC-eligible families who are likely to be new to the workforce, in the welfare-to- 
work transition, or on welfare preparing for employment. The promise of very low 
administrative costs has been one reason for the political popularity of the EITC. But 
it Is unrealistic to think that a program this large - $1 5 billion to more than 1 5 million 
families in tax year 1993 - can be administered without real cost Currently low- 
income workers pay much of that cost in fees to tax preparers. Given the complexity 
of filing requirements, the EITC in actuality cannot be thought of as self-administered 
for most. It Is not possible for the IRS to function as a social service agency to assist 
all EITC filers; effective implementation of the EITC will require broad-bas^ efforts 
by mahy actors, ideally involving local groups most frequently in direct contact with 
low-income families. 

I believe there are a number of steps that can be taken to enhance the value and 
efficiency of the EITC; let me suggest a few: 

• Develop relevant educational messages and material. The EITC rules and benefits 
should be presented in clear, concrete terms, for example; "Because of the EITC youi 
wages are now equivalent to $x per hour." The b£isic ^ructure of the EITC needs to 
be better explained and promoted, for example the message that it is a refundable 
credit where you might be receiving far more than any federal taxes deducted from 
your check. 

• Focus education about the EITC throughout the year . Private groups and the IRS 
have done a good job of education and outreach campaigns during the tax filing 
season to urge people to file for the EITC. But if the interest is educating tax payers 
about the EITC, reducing Inaccurate claims, and promoting the benefit as a work 
incentive, education ne^s to be a year-round commitment. 

• Integrate EITC education and assistance into work programs . One essential way to 
reach people year round is in programs where low-wage workers are likely to be 
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found, e g., local welfare-to-work programs, Job Training Partnership Act (JTPA) 
programs, family support programs, and community colleges. Welfare-to-work 
programs could integrate into their services practical budget planning and clear 
information on how working will effect various benefits, including how the EITC will 
affect their paychecks. 

• Enhance awareness of the advance payment potion Receiving the EITC through 
advance payments may provide a greater work incentive because workers will 
receive a portion of their benefits on a more "real time” basis. If they do not use this 
option, by 1996 low-income families could receive as much as one quarter of their 
annual income in a single payment with their tax refund. 

Chairmen, that concludes my prepared statement. Thank you for the opportunity to 
present these ideas. I will be happy to answer any questions you or other members 
may have. 
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Mr. English. Well, I am delighted that you have given us the 
benefit of your insights, £ind I find that we are probably going to 
have to conclude this hearing shortly. 

I have a number of questions for both of you and I guess I would 
like to encapsulize them with this. 

What should Congress prioritize in making the EITC more acces- 
sible to mothers operating on the poverty line, item one? 

Item two, what can Congress do to make the program more use- 
ful to State welfare departments? 

I will start with you, Mr. Antolin. 

Mr. Antolin. In terms of reaching more parents, I have to be- 
lieve more outreach through employers is still a viable place. 

We recently had an experience where we had placed someone in 
Motorola, not a small company, where the client sought the ad- 
vance payment of EITC, and the Motorola personnel office had 
never heard of it, did not know how to do it, and did not believe 
it was possible. 

It took some work with them, with our local IRS staff, to get 
them to process it. 

That is a problem when you have major employers who react 
that way, and imagine what it is when you are talking about small- 
er employers. 

There I think is a big part of the marketing that is still needed. 
As far as with welfare, there are some States that want to do it 
as part and parcel of the welfare system. 

We think in our State it makes a lot more sense to get individ- 
uals moving to work, to get used to filing the tax forms, being part 
of the mainstream system, the one that you and I 

Mr. English. So, you would keep it separate? 

Mr. Antolin. Yes. We think there is a huge value in that and 
would not want to have it added. On the other hand, we like being 
able to implement it as part of the marketing of welfare to work. 

Mr. English. Dr. Olson, you have already offered some prescrip- 
tions. Do you have anything to add? 

Dr. Olson. There are a lot of specifics that I could talk about, 
but I think, in general, clearly, there needs to be more education 
and outreach, and it is not simply done because it really has to be 
done on a local level. 

As Ms. Clark said, it really is about one to one. When it really 
comes down to it, there is someone there, sitting with their W-2s 
and a tax form, and that has to be done somehow. 

So it is clearly not going to be easy. It needs to go through the 
type of places where low-income workers are to be found. The wel- 
fare programs are a very important place. Other places are certain 
categories of employers, community colleges, and Job Training 
Partnership Act Programs. 

Those are the places we need to target. To date, a lot of the edu- 
cation and outreach around the EITC has focused on tax filing, and 
that has been very effective in many ways. That does not really ad- 
dress the problem of getting people to understand what the credit 
is, how it really is working, and that is an advantage to them. 
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Mr. English. Thank you. 

I want to thank both of you for the substantial contribution you 
have made to educating this panel on the practical effects of EITC, 
where the program ought to go, what we ought to be doing with 
the provision. 

This will be one of the most important things that we address 
during this Congress and you have made a very substantial con- 
tribution to this debate and we want to thank you very much, and 
with that, I would like to adjourn this hearing. 

[Whereupon, at 3:05 p.m., the hearing was adjourned, subject to 
the call of the Chair.] 

[Submissions for the record follow:] 




Governmental Affairs 
American 
Hotel&Motel 
Association 


The Honorable E. Clay Shaw, Jr., Chairman 
Subcommittee on Human R^ources 
House Ways and Means Committee 
B-317 Rayburn House Office Building 
Wtishington, DC 20515 

Dear Chairman Shaw: 

The American Hotel & Motel Association (AH&MA), a federation of state and local 
lodging associations, represents this nation's lodging industry. Over 45,000 lodging 
properties with more than 3.3 million rooms and over 1.5 million employees operate in 
the United States. Our industiys annual sales exceed $60 billion and our total payroll 
exceeds $20 billion. AH&MA's membership ranges from small indepiendent properties 
to the largest convention hotels. Our membership includes all major resorts and hotel 
chains. 

We offer these conunents for inclusion in the record of the June 15, 1995 joint hearing on 
the Earned Income Tax Credit (ETTC) held by your Subcommittee and the 
Subcommittee on Oversight chaired by Congresswoman Nancy L. Johnson. We believe 
the Eire has been a valuable tool, targeted to low-wage workers to provide a 
supplement as they learn, train, and begin their climb up the economic ladder. We 
believe it is essentietl to retain the ability of the ETTC to meet these goals. 

As opposed to an increase in the minimum wage, which is spread broadly across 
workers whether or not they may need the increase, the ETTC specifically helps workers 
whose earning level and family status warrant support. It contains none of the 
dampeiung effects on jobs and job creation which often accompanies an inaease in the 
minimum wage. Additionally, it does not arbitrarily raise the cost of labor to business. 
The reality today is that in many parts of the county the minimum wage is below the 
market wages for entry-level employees. In those areas the d 2 unage of a minimum 
wage increase is measured primarily by the ripple effect on wages higher than 
minimum. Inevitably it distorts the labor market even when minimum wage per se is 
not an issue. Job creation can be slowed even in those markets. In those parts of the 
country where the minimum wage accurately reflects the market price for entry level 
labor, the distortion is more severe. By comparison, the EITC looks not to the market, 
but instead to the worker and helps only those who truly need help. 

Our industry has long supported the EITC and the efforts of Congress to erdiance the 
availability and effectiveness of this program. The ETTC addresses several important 
issues. It strengthens incentives for low-income families to work by supplementing 
earnings. Work is made more attractive to these families than welfare, and the value of 
work itself is promoted. As our nation seeks to address the overall problem of welfare, 
the Eire is one element in that debate. It is important that Congress not weaken the 
Eire. 
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As your subcommittees consider the problems that exist with EITC, you are aware of 
action taken in the Senate to roll back recent changes to the credit. We urge your 
subcommittees to weigh carefully the best way to eliminate problems and inefficiencies, 
even fraud to the extent it may exist in the program, and not jump immediately to 
budget reductions. Eliminating indexing, for example, will increase the tax burden of 
the working poor and signal a change in the direction of U.S. tax policy. More 
fundamentally, the message of the value of working and the rewards that come from it 
will be undermined if harsh restrictions and restructuring happen to the EITC progrcun. 
We urge you to remember that the EITC is perhaps the most efficient way to provide a 
targeted, needed supplement to wages. 

We commend the efforts of both subcommittees to exanune this valuable program. 
Further, we applaud your commitment to retaining all that is right with this program 
while considering technical modifications to improve its ability to do what it was 
designed to: help low-wage earners supporting families learn the value and dignity of 
work and be encouraged to continue their efforts to enhance their emplo)Tnent 
potential. 

Sincerely, 

b- . 

James E. Gaffigan 

Vice President, Govenunental Affairs 
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WRITTEN STATEMENT OF THE 
AMERICAN INSTITUTE OF CERTIFIED PUBUC ACCOUNTANTS 


rNTRODUCnON 

The AICPA is the national professional organization of CPAs, with more than 320,000 members. 
Many of our members are tax practitioners who, collectively, prepare income tax returns for millions 
of Americans. 

The AICPA urges that simplification of the tax syston be made a legislative priority. In particular, 
the Eire is an area in critical need of simplification. 

We strongly urge the Committee and Congress to re-write the ETTC rules to be understandable and 
usable by the taxpayers that this provision is intended to benefit — low-income wage earners. This 
grcHip of taxpayers generally lacks the ability to deal with complex tax laws and is unable to pay for 
tax preparation assistance. The AICPA welcomes proposed changes to make the credit more 
effective and offers several suggestions. 

BACKGROUND ON THEEITC 

The refundable ETTC was enacted in 1975 with the policy goals of providing relief to low-income 
Emilies fiom the regressive effect of social security taxes, and improving work incentives among this 
group. According to the IRS, ETTC rules affect almost 15 million individual taxpayers. 

Over the last few years, the number one individual tax return error discovered by the IRS during 
return processing has been the ETTC, including the failure of eligible ta;q>ayers to claim the EITC, 
and the use of the wrong income figures vriien computing the EITC. The frequent changes made 
over the past twenty years contribute greatly to the credit's high error and noncompliance rates. 

In fiKX, the credit has been changed 10 times (1976, 1977, 1978,1979, 1984,1986. 1988,1990, 1993 
and 1994). The credit now is a nightmare of eligibility testa, requiring a maze of worksheets. 
Computation of the creefit currently requires the taxpayer to consider: 

■ 9 eligibility requirements; 

■ the number of qualifying cluldren — taking into account relafionship, residency, and 
age tests; 

• the taxpayer's earned income — taxable and DOD-taxable; 

■ the taxpayer's AGI; 

■ threshold amounts; 

■ phase out rates; and 

■ varying credit rates. 

As part of RR. 83 1, the Ifouse passed last weds and the Senate is currently considering a new factor 
in determining eligibility — the amount of interest and dividends, tax-exempt interest, and net rental 
and it^ahy income received by a taxpayer, even if total income is low enough to otherwise warrant 
eligibility for the ETTC. 
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To claim the credit, the taxpayer may need to complete: 

■ a checklist (containing 8 complicated questions), 

■ a worksheet (which has 9 steps), 

■ another worksheet (if there is self-employment income), 

■ a schedule with 6 lines and 2 columns (if qualifying children are claimed); and 

■ usually, the normal Form 1040 (rather than Form 1040EZ). 

For guidance, the taxpayer may refer to 7 pages of instructions (and 39 pages of IRS Publication 
596). The credit is determined by multiplying the relevant credit rate by the taxpayer's earned income 
up to an earned income threshold. The credit is reduced by a phaseout rate multiplied by the amount 
of earned income (or AGI, if less) in excess of the phaseout threshold. 

While Congress and the IRS may expect that the AICPA and its members can comprehend the many 
pages of instructions and worksheets, it is unreasonable to expect those individuals entitled to the 
credit (who will almost certainly NOT be expert in tax matters) to deal with this complexity. Even 
our members, who tend to calculate the credit for taxpaym as part of their volunteer work, find this 
area to be extremely challen^g. In fact, we have found that the EITC process can be a lot more 
demanding than completing the Schedule A ~ Itemi^ Deductions, which many of our members 
complete on a regular basis for their clients. 

Our analysis suggests that most of the EITC complexity arises fiom the definitional distinctions in this 
area. While each departure fi'om definitions used elsewhere in the Code can be understood in a 
context of accomplishing a specific l^jslative purpose, the sum of all the definitional variances causes 
this Code section to be unmanage^le by taxpayers and even the IRS. We recognize that many of 
the additions and restrictions to the credit over the years were for laudable purposes. However, the 
rules are so complex that the group of taxpayers to be benefited find them incomprehensible and are 
not effectively able to claim the credit to which they are entitled. 


SPECIFIC LEGISLATIVE RECOMMENDATIONS 

1. Simplify definitions and the calculation. 

The cunem rules for the EITC, as previous noted, provide different rules depending upon 
the number of qualifying childFen the taxpayer claims. The many rates, thre^lds, limitations, 
and classifications regarding this credit are confiising. For the 1994 tax year, the parameters 
are as follows; 


Credit rate (%) 

1 Child 
26.30 

30.00 

Iren No Children 
7.65 

Phaseout rate (%) 

15.98 

17.68 

7.65 

Earned income threshold 

$7,750 

$8,425 

$4,000 

Phaseout threshold 

Sll.OOO 

$11,000 

$5,000 

Phaseout limit 

$23,755 

$25,296 

$9,000 

Maximum credit 

$2,038 

$2,528 

$306 


RECOMMENDATION: Congress ^touJdsinq>HJy^ definitions and the calculation of Vk 
credit Specifically, as detailed beUsw, we suggest the definitions of qualifying child and 
earned income be modified The nuoiy rates, thresholds, limitations, and classificaticms 
regarding this credit should be referenced to other similar thresholds and classifications 
throu^sout the Code. These changes, and the changes listed below, would reduce the number 
of pages needed for the worksheets. Schedule EIC, EIC Table, and instructions (See 
Appendix for i^cific admimstrati»e pn^osals that we intend to pursue with the IRS to 
simplify tfx defimti<ms and calculation.) 

2. DefljLe_**earneil incorae** as taxable wages fForm 1040. line 71 and seif-emalovment 
Income IFoini 1040. line 121 

The current EITC defimtion of "earned income" needs to be simplified. Currently, to 
cakxilam the credit, the taxpayer mid take into accouis all earned imxmie, iiK^hiding «nmints 
not otherwise reported on the tax return or not taxed. This is one area where numerous 
errors are made. As GAO states in its September 1993 report GAO/GGD-93-145, Tax 
Policy: Earned Iruxme Tax Credit: Design and AdmimstreOion Could Be Improved, 
"d^ennining the amount of income that should be included in caloilating the credit po^ a 
problem for taxpayers and IRS.” 
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Currently, potentially eligible recipients must take into account: 

■ Tax^e earned income (wages, salaries, and tips; union strike benefits; long> 
term disability benefits received prior to minimum retirement age; and net 
earnings fi’om self>empIoyment), PLUS 

■ Nmitaxable earned income (defined in the instructions as: contributions to a 
401(k) plan and military housing and subristence, excludable dependent care 
benefits, pay earned in a combat zone, the value of meals or lodging provided 
by an employer for the convemence of the employer, housing allowance or 
rental value of a parsonage fin* clergy, voluntary salary reductions ^ch as 
under a cafeteria plan, and "anything of value that is not taxable which you 
received fi'om your enployer for your work"). 

Fuithennore, because taxable scholarships and fdlowship grants are reported on Form 1 040 
line 7, taxpayers are instructed to subtract taxable scholarships or fellow^p grants not 
reported on the Form W>2. This one exception complicates the calculation and is not 
verifiable, as it is not on the Form W*2. 

In addition, as di<gqLyi#H in our admiiustrative recommendations in the Appendix, the earned 
income calculaticm does NOT include various other forms of income ixn on line 7 of the Form 
1040 (i.e., welfiuv benefits, workers* compensation benefits, alimony, child support, 
unemployment compensation, social security and railroad retirernem ben^ts, penrion and 
annuities, interest and ^videiMls, and vari^le housing allovtnmcea for the military). The 
exclusion of these items is mentioned in QtS Publication 596, but is not mentioned in the 
worksheet or instructions. Since these hems are taxable, but are not wage income (line 7 of 
the Form 1040), taxpayers inadvertemly include these items as "earned income*. 

Currently, the calculation of "earned income* involves a detailed knowledge of tax 
terminology, such as: "excludable", "tax^le", "for the conveitience of the employer", and 
"voluntary salary reductions". The definition of taxable income includes many items not 
common^ thought of as earnings. In addition, the definition of "nontaxable earnings* is 
unique to the EITC and is defined ia different ways in the instructions and IRS Publication 
596 (as addressed in our administrative recommendations in the Appertdix). Most people 
think tiiat "earned inaxne" is wages. Onissions are likely to happen when uncommon terms 
are used to cover many hems that normally are not treated as earnings. 

RECOMMENDATION: Congress should ckjim earned income as wages i^jpearing on line 
7 of Form 1040, plus self-employment income from line 12 of the Form 1040. 

Earned income should only include taxable income, as the statute originally provided when 
it was created in 1975. As GAO points out, much of "this (nontaxable) income is not 
reported to recipients or to IRS, “ and IRS has no way right now of verifying the nontaxable 
amounts. GAO states, "we do not see a freed to provide space on the tax return for 
nontaxable eamedincome since less than 3 percent of eligible taxpayers claim (report) this 
type of income. " Therefore, nontaxable income should be removed from the EITC definition 
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of "earned income " to make (he process simpler for the majority of taxpctyers who need to 
complete this worksheet 

We also believe that there should be no exceptions to this taxable earned income definition, 
IfCor^ress wants to treat taxable scholarships and fellowdiips thfferent fr<m taxable wages, 
taxable scholarships and wages should not be reported on line 7 of the Form 1040. 
Alternatively, if taxable scholarships are to be treated as taxable wages (line 7 of Form 
1040), the current ETTC subtraction for scholarships and fellowship grants should not be 
allowed 

3 Modifr tht "Qu«lifrin« thnd" nilts. 

According to a GAO analysis, most ETTC errors have been linked to issues involving filing 
status and qualify diildr^ The qualitying child test is complex. Taxpayers are contused 
by the **quali^ing child” <tefinitkm and the difiereot definition for a depends. The definition 
of ‘eligible child" complicates the EITC instructions for determining eligibility. The IRS 
attempts to communicate that a "qualifyii^ child" usually does not have to be a dependent. 
However, there are a few exceptions that confuse taxpayers. For example, if one divorced 
parent has custody of the duld, but the other parent claims the child as a dependent, the 
parent with custody can claim the child as a "qualifying child" for the EITC, but can not claim 
the child as a dqiendent Also, if a child is married, the child must be a dependent (i.e., over 
half of the child's suppMt is provided by the ta?q>ayci) to daim the child as a "qualifying child" 
for the EITC. This married child excej^n confiises taxpayers. 

Additionally, the different ETTC treatment for diffemt taxpayers depending on the number 
of chQdren ~ seems unnecessarily complex, espedatty ftx tte minor additional ben^t derived. 
The maximum additional credit for more than one child ia only S490. The minor additional 
benefit is illustrated by an eli^ble taxpayer with $4,000 of earned income receiving a credit 
for one child of $1,059. while for two or more children, the taxpayer's credit is Sl,208, a 
difference of only $149. What is this differential meant to reflect? Qearly, the difference 
cannot be cost In additkxi, there U no EITC difference between taxpayen with two children 
and taxpayers with three or more children. 

Abo, taxpayers with and without daldien are treated dififcrently with regard to thdr eligibUity 
for the advance ETTC. The advance ETTC b available only to taxpayers with qualifying 
dttidrea There does not appear to be any reason for thb difference. The ETTC should focus 
on one goat earned income. 

RECOMMENDATION: The rides throu^iout the Code, and especially in this area, could 
be stn^ified if Just one definihon was used consisterafy. Congyess dtould eliminate the 
distinction between "qualifying child" end "dqtmdent child". Section 32(c)(J)(A)(I), which 
currently allows the EITC to certain taqtqyers with non-dependent children, should he 
changed If the term "eligible children" is restricted to dependent children, section 
32(c)(I)(A)(l) could be cross referenced to section 131. 
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This definition would provide an easy reference to information alrecufy on the Form 1040, 
line 6, and would eliminate the need for the additional information currentfy required on the 
Schedule EIC. We also suggest that the married deperuient child test, which is rarefy 
applied, he removed. 

Alternatively, if Congress deems that the "qualifying child" is a better definition than 
"dependent child", then the "qualifying child" test should be used for the dependency 
exemption as well. Either way, there should be just one definition of child in the Code. 

RECOMMENDATION: The ^^ead in the amount of credit for one child and two children 
should be made more significant than under the current EIC Table. The difference between 
one and two tdiildren in the current table is so small that it could mt possibly reflect a cost 
differential and it is too incomprehensible for it to be a motivating factor in individual 
conduct. 

RECOMMENDATION; Even greater simplification would result if there was no EJTC 
differential based on the number of children. The current three classes of EITC recipients 
and three considerations at each point in the process are cumbersome. If just one class of 
EJTC recipient existed, the "qualifying child" versus dependent child confusion would be 
eliminated, making the credit process much easier. In addition, if this recommendation is 
adopted, all EITC recipients would be able to claim the advance EITC. 

As stated previously, an objective of the credit is to remove the regressivity of the social 
security tax for lower-income individuals. This objective applies to all lower inctme 
taxpayers, regxrdless of the number of chikten in the home. Thus, eliminating the 
incremental amount of the credit based on the number of children would not detract from 
the stated objectives of this provision. The calculation and the EIC Table would be 
simplified, and the additional information on age and social security numbers of children 
(currentfy required on a separate Schedule EIC) would not be needed for the EITC. 

RECOMMENDATION: Ctmgress should coordinate all of the Code 's tax provisions 
related to children These child-based tax provisions include: the incremental child EITC, 
the child tax crecSt, the dependenty exemption deduction, and the fu-t^posedfamify tax credit 
in H,R. 1215. All of these child tax benefits should be provided throu:^ one mechanism — 
the dependency exenptian The dependency exemption takes into account the total number 
of children in the household, versus the EITC, which onfy accounts for up to two children 
in a household 

However, since the current dependency exemption is a deduction rather than a credit, the 
result is regressive (that is, the higher the tax bracket, the greater the tax benefit) at the 
income levels that the EITC can be claimed Therefore, if the dependency exemption is to 
take part of the place of the EITC, one point Congress might consider would be replacing 
the ^pen^ncy exemption with a refimdable cre^t, not a deduction. The credit could be 
refundable and set at a fixed dollar amount per dependent child This credit could be 
avcdlable in advance fixm the taxpayer's employer, as is the advance EITC. The per child 
credit amount could be a round number that is ea^ to multiply. 
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The proposed diiU credit could be phas^i-out above some threshold AG! that is simple and 
consistent with other phase-out rules We suggest that the phase-outs for itemized 
deductions, personal exemptions, and this proposed child credit all start at the same 
threshold and that threshold should be a number that is easy to eq>pfy — e.g., $100,000 of 
AGI. The phase-out mechanism for all tax provisions in the Code should be the same. 

4. Combine and cioand the dcnUI orovUions. 

IRS end GAO have stated that many people receiving the credit are not considered "low- 
income" individuals. As these indiviAials are identified, greater restrictions are placed on 
digjbility for the credit, and the computation is made mwe complex for all EITC recipierus. 
As mendoned earlier, Ccmgress recei^ agreed to deny the credit to individuals with interest 
and dividends, tax-exen^n interest, and net remal a^ royalty income in excess of S2,350. 
Additionally, the credit cutrently is not available if the taxpayer: excludes fiom gross income 
any income earned in for»gn countries, or claims a tax benefit for foreign bousing amounts. 
An individual owes ahemative mirumum tax (Fomi 1040, line 48) is allowed a credit, but 
the EITC is reduced by any altemativ« minimum tax. The taxpayer's AGI is used as a 
Umitation for the credit and greatly complicates the co^^)utation for most taxp^ers. 

RECOMMENDATION: We support Congress limiting the credit to those taxpcyers 
originally intended to benefit from ^ EITC. Hcnrever, we suggest that this limitaticnt only 
occur through the denial rules, not the computational rules. We recommend that all the 
denial provisions be included in one place. The eligibility/denial rules should include the 
current denial for taq^ayers with foreign earned income. We suggest adding to the denial 
rule all taxpayers subject to AMT. This would tklete the computational exception for AMT 
taxpayers 

Confess also should include in the dertial provision taxpayers with AGI that exceeds earned 
income by $2,350 or more. H.R. 83Ts denial for taxpayers with $2,350 of interest or 
ddridends dtould be replaced (and essentially combirter^ with this tkrtial for taxpayers with 
AGI that exceeds ecaned income by $2,350 or more. This exclusion based on AGI would 
deny the credit to taxpayers with ^ forms of unearned income (i.e., a^tal gains, income 
from partnerships and S corporations, ete.), not Just tajpayers with Interest and dividends 
of $2, 350 or more. AstheH.Jfi 831 propa^ EITC restriction stands now, these ’Svealdry" 
indiriducds affected by die kffsladon 0.e., with dus type and amount of non-eeaned income) 
could chemge their investments to ^anpainership investment income, capital gains, orpqy 
off their home mortgage and still claim an EITC. IfH.R. 831 is enacted as currently 
(befied, when additional abuses occur. Congress will hcrve h> odd more restrictions to tM 
EITCstatute. Hmvever, if oia proposed broader AGI deiual is used, fewer, or no, additional 
limitations will be needed ThisAnialof credit for individuals with higfier incomes seems 
to be the intent of the unearned income restrictions 

An important result of moving the AGI calculation restriction to the eligibility rules is that 
the calculation would be much simpler. The calculation would no lor^r require a 
worksheet. 
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Specificaity, in order to implement this change, we suggest that section 32(h), which 
currently requires a reduction the EITCJbr taxpayers subject to the alternative minimum 
tax, be modified On the basis of simplicity, this provision should be ctmbined with section 
32(c)(1)(D), defying the EJIC to anytxte claiming a foreiffs earned inctmte exclusion. 
Section 32(c)(1)(D) should also include taxpayers with AGI that exceeds earned inctme by 
$2,350. Section 32(cO(2)dtould also be modified to remove AGI from the computation. All 
the restrictitms based on income should be contained in one paragrcqth or subnotion, rather 
than throughout this Code provision. 

5. Modify the EIC Table or provide a oeKcntayc rate instead of the table . 

Although the IRS EIC Table takes into account all the phaseouts, the table can still be a 
mysteiy to mai^ taxpayers. Many taxpayers are confused b^een the EIC Table and the Tax 
Table. 

RECOMMENDATION: Section 32(f) currently requires that the EIC Table have income 
brackets not greater than $50 each. Form 1040 instructions currently include two pages 
of the EIC Table with $50 brackets, resulting in earned income credit intervals of $3~%&. 
Cangyess should amend section 32(f) to allow wider brackets which result in greater than 
$3 earned income credit intervals. This will reduce the EIC Table to half a page and will 
minimize the overwhelming nature of the table, and hopefully, facilitate ease of use. 

RECOMMENDATION: We sagged an even bolder alternative — eliminate the EIC Table 
completely, and instead provide a credit equal to a certain percent (i.e., 10 percent) of 
earned income. This <q>tion could be modified to provide for a few percental levels (i. e. , 
30% if earning less thm $8. 000, 25% if earning between $8, 000 and $16, 000, and 20% if 
earning between $16,000 and $24,000). This would apfn'oximate the average credit 
currently allowed — $900 if earning $3, 000 (with 2 qualifying children), $2,500 if earning 
$10,000 (with 2 qualififing children), and $2,000 if earning $20,000 (with 2 qualifying 
children), and would be much easier to calculate. This would be much simpler and would 
save space in the instructicm booklets and ease much of the ctmfusitm. The rates could be 
written directfy onto the EUC line of die Fam 1040. This, combined with a changes in the 
"earned mcome" definition and AGI limitation, should make the worksheets, checklists, and 
tables a thing of t/ie past 

OTHERREFQRMS TO THE SYSTEM 

Lastly, in revie^g comprdien^e refonn of benefits and tax reform, in general. Congress should 
consider the problems and comple^dties for low-earning Americans illustrated above. Some of the 
reforms listed below have been suggested as a potential solution to the EITC problems. 

■ Use the EITC to diminate the r^ressivity of the social security tax, by setting the refundable 

credit at the current social security tax rate (7.65 percent). The FICA tax regressivity results 
because the first doQar earned is taxed fix' FICA purposes, while (for 1994) income generally 
up to: SI 1,250 - married filing jointly, S8,050 - head of household, $6,250 - single, and 
$2,450 - married filing separately is exempt from the progressive income tax. This option 
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would permit ell taxpeyers with “earned income” to claim this credit regardless of their age, 
filing status or dependency status. 

■ Limit the Eire benefit to no more than 15.3 percent (the current self-employmefit rate) of 
any sdf employment income rq>orted. Hiis would address the fieud and overrepoiting 
problems involved with self-employment income. 

■ Exenqrt the first $2foftaxable earned income fixxn the employee’s share ofsocial security tax 
and '/5 of the sdf-employment tax. (Ilus tax could be administered by adjusting social 
security whhbcMng and by amending Schedule SE). Ex emp ting low4ncome individuals fi-om 
FICA (social security and Medicare) taxes would directly address (with no piq)erwork) what 
the EITC was intended to do — mitigate the regressivity of the FICA taxes. 

CONCLUSION 

In conclusion, we have identified quite a few areas that need simplification aiKl proposed various 
means to achieve it. We support measures to eliminate the curreix E^C problems so that those 
legally qualify for the EITC receive it and can claim the benefits in a simplified and easy process. 
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APPENDIX - Sugg«l«l Administrative ORS^ Changa to the EITC a«iromg Procwa 

1 Eire Line of Form 1 040 Should bt in the Credits Section of the Form . Even if the 
taxpayer is not allowed to claim the credit, the taxpayer must go through many procedures 
to fod out if he/she is ineligible, and then write "NO” on line 56. Line 56 is not even in the 
section of the Form 1040 dealing with credits; it is in the section of the Form 1040 dealing 
with payments. The cunent placement of the EITC line on the tax return could be confusing 
to taxpayers (although it is in bold). Therefore, we suggest the EITC line be moved to the 
credit section of the Form 1040. 

2. Hie ms Cateulation Option Should be Presented at the Beginning of t he Checklist and 
Instructions . IRS currently offers to calculate the EITC for taxpayers, but it mentions the 
option rather late in the process and requires the taxpayer to supply additional information 
on a separate schedule. The IRS calcul^on option is mentioned on the last line of the 
checklist, which reads "If you want the IRS to figure it for you, enter 'EIC'" on the 
apFxopriate line on the ^propriate type of Form 1040. IRS should encourage more taxpayns 
to use this option and slMuld consider mentioning this option at the top of the checklist and 
instructions. 

3. All Information Required for the Credit Should be on the Form 1040 -Schedule EIC 

and the Dependency EiemptioB laformation Should be ComhinMl on the Fonn 1040. 

The Form 1040 should provide sufficient information for the IRS to determine if a taxpayer 
legitimately qualifies for the EITC. The IRS should inform legitiinate eligible taxpayers of 
the correct credit amount. The taxpayer should not have to take the currently required 
additioiud steps of reading the instructions and completing the checklist, worl^eet, and 
Schedule EIC. 

We agree with GAO's Sept. 1993 rq>ort. Tax Policy: Earned Income Tax Credit: Design 
cmd Admirnssradon Could Be Improved, that stated,*most of the necessary information could 
be included on the tax return itself With minor modifications to the dependency and filing 
status sections of the Form 1040 or 1040A, aD the requisite information (the alrea^ required 
child's name, soda! security number, relationship to taxpayer, and nurnber of anonths lived 
with taxpayer, as weD as the age and student/disability status of the child) would be available 
to determine whether a child qualified.... We believe taxpayer simplification can be better 
achieved by the elimination of tte separate EIC Schedule; the separate two-page schedule is 
an additiorial obstacle for very low-income tax filers." We, therefore, support elimination of 
the current separate Schedule EIC that merely covers repetitive information, and suggest the 
necessary information be combined into the existing Form 1 040 exemption section, as shown 
on page 64 of the GAO report. This i»» would disappear if a legislative change is made (as 
we proposed) so that the distinedon in lumber of children is pursued through the dependency 
exemption. 

We also suggest an even easier modification to the Form 1040. The only additional pieces 
of information (not currently required on the Form 1040) that are request^ on the Schedule 
EIC are: (1) if the child was older than 18 - whether the child was a student under age 24 
or permanently/totally disabled, and (2) tl^ cl^'s year of birth. The year of birth could easily 
take the place of column 2 on line 6c, where IRS currently asks the taxpayer to check if the 
child is under age 1 . Information in (1) could also be included and coded on line 6c (i.e.. 
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next to the age, put an S if a student iod/or D if disabled). If the legislative change we 
proposed concerning the definition of "eligible chBd" and dependent is not made, the taxpayer 
also could put an "E” on line 6c to indicate that the child is an "eligible child* for the EITC. 
Form 1040 would then include all information currently requested on the Schedule EIC. 

4. AB Responses on the Checklist Should Consiitenttv Direct the Taxpayer, The current 
locations and responses to question number 5 on the checklist are confusing to taxpayers and 
should be switched. CheddisC question number 5 should be worded in such a way that a YES 
response is poative and a NO response results in the taxpayer not qualifying for the credit 
(similar to all the other seven questions <m the checklist). A^rdingly, the YES and NO box 
locations to question number S diould be switched too. 

5. The Worksheet Should be Incorporated in the Schedule EIC . If the credit remains as 
conq>lex as it is ri^ now, instead of a worksheet calculation, the EITC should be calculated 
on an IRS designed schedule w4iich is cached to the tax return. The Schedule EIC could be 
modified for this purpose to include the actual computations rather than mere taxpayer 
identificadon informatioa The IRS also could better monitor the credit amounts and if fraud 
or abuse is involved. It does not make sense for the taxpayer to first complete a checklist, 
then be directed to the worksheet, then complete the informational Schedule EIC. and then 
enter the credit from the worksheet onto the tax return. The IRS never sees the worksheet 
and, therefore, cannot see where the taxpayer made a mistake in the calculation and if it was 
intentional or not. 

6 The Description of Items Subtracted from ‘^Earned Income** S hould be Staled 
Similarly in All IRS Pobllcations . All IRS publications should clearly state the same 
definition and explanation of earned income. Specifically, IRS Publication S96 currently 
includes a detail^ list of items to subtract from earned income, while the worksheet and 
instructions do not contain this list. The worksheet and instructions should include this list. 
Truqrayers may inadvertently inchnle these items as "earned income*. Specifically, according 
to Publication 596, the various forms of income that are not included in the earned income 
calculation (and are not subtracted on the worksheet) are not included in line 7 of the Form 
1040 (i.e., welfare benefits, worl^n' compensation benefits, alimony, child support, 
unemployment compensation, social security and railroad retirement ben^ts, pension and 
annuities, interest and dividends, and variable housing allowances for the military). Our 
legislative recommendation to define "earned income" as taxable wages (line 7 of the Form 
1040) and sdf-cmployinent income (line 12 of Form 1040) would greatly simplify this 
problem. 

7. The Tpp«Ytr Should be Directed Co tin E IC Tiblc Only Once . Rather than sending the 
taxpayer to the EIC Table twice (once for earned income and another time for AGI), the 
worksheet should direct the taxpayer to enter the smaUer of the net earned income or the 
taxpayer's AGI, and then look up that smaUer number in the table. The repetitive reference 
procedure is not necessary if the AGI is less than the be^nning of the phue-out threshold. 
However, if that is the case, the tvq>a^ should be told to stop once the first credit amount 
is found in the table, before entering AGI and completing the rest of the worksheet 
meaningles^. 
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statement of Marla Games 
Commissioner, Department of Human Services 
State of Minnesota 


Hr. Chairman, Members of the Committee, thank you for the 
opportunity to submit testimony for the record on behalf of 
Governor Ame H. Carlson and the Minnesota Department of Hviman 
Services in support of the monthly distribution of the Earned 
Income Tax Credit. 

Minnesota is a state that values work, responsibility, strong 
feuailies and communities. In our industries and businesses we are 
a people who work hard, are siotlvated to achieve, and to innovate. 
Since 1990, over 100,000 private sector jobs have been created in 
Minnesota, testisiony to the working spirit of our state. 

One of the key components of the Minnesota Family Investment 
Program (MFIP) la to make work oav -- a family should always be 
better off working than being on welfare. And, even when the 
economy is good, many of the jobs do not pay enough to support a 
family. The problem is exacerbated when a family has only one 
wage-earner. These facts make it very difficult for many people to 
get off welfare and stay off. They also put many low income 
persons at risk of needing welfare at some time. In Minnesota, we 
want to support people in their efforts to become self-sufficient 
through working --in other words, to make work nav . 

One way of doing this is to make available to low income 
people the tax credits they have earned in a monthly, rather than 
a yearly basis. By thus Increasing their monthly income, people 
will be able to avoid welfare altogether or to work their way off 
of welfare. 

In Minnesota, we have begun to put a system in place to make 
these monthly payments. Beginning January 1, 1996, the TaxCredit 
Express program will package several state tax credits together 
into a monthly payment for low Income people. We believe that this 
will be a significant step. It would be greatly enheuiced, however, 
if the federal Earned Income Tax Credit (EITC) could be paid 
monthly as well. For example, a single parent with two children 
working full time at an hourly wage of $5.60 per hour, child care 
costs of $350.00 per month, and rent costs of $400.00 would be able 
to leave Minnesota' s welfare rolls because she would be receiving 
an additional $2.87 per hour in monthly credits. 

Although employers can pay the credit periodically through 
their payroll systems, very few do. We will use Minnesota's 
Department of Revenue to make the payments . 

We have consulted with the key federal agencies, and they have 
advised us that a federal statutory change is needed before we can 
include the federal credit in TaxCredit Express. The Department of 
Husian Services has consulted with Jimmy L. Smith, National Director 
of Submission Processing, Leslie B. Samuels, Assistant Secretary of 
Tax Policy, of the Department of the Treasury, and from David T. 
Ellwood, Assistant Secretary for Planning and Evaluation in the 
Department of Health and Human Services, regarding federal barriers 
to implementing our program. (Their official responses are 
available upon request.) 
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Here is how Minnesota's program will work In the first year. 
Approximately 30,000 wage-earning Aid to Families with Dependent 
Children (AFDC) recipients who are working would be eligible to 
apply for the monthly payment of the tax credits. Fifty percent 
(50%) of the teuc for which they are eligible will be paid monthly. 
We estimate that, collectively, they will be paid $10.4 million in 
monthly payments of state tax credits (Minnesota Working Family 
Income Tax Credit, Minnesota Child and Dependent Care Income Tax 
Credit, and the Minnesota Property Tax Refund for Renters_. They 
will receive the remainder to which they are entitled after filing 
their tax return. The computer system that la^lements AFDC cuid 
other programs statewide will provide employment, income, and other 
verification, with both monthly audits and annual reconciliation. 
Incorrectly estimated pre-payments will be subject to collection. 
We plan to expand the program in future years to other low- income 
persons, using the information and experience of the first year to 
refine the program. Additionally, although the basic structure 
would require some alteration, this feature could be easily 
incorporated into any welfare system the state would develop in 
response to the changes currently tinder consideration. 

As you can sea, Minnesota is uniquely prepared to Incorporate 
the Earned Income Tax Credit into its TaxCredit Express program. 
This program, especially with the addition of the EITC, will make 
the difference between welfare dependency and self-sufficiency for 
thousands of Minnesotans . I urge you to support federal 
legislation that would enable this program to muke work oav . 
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STATEMENT OF REPRESENTATIVE JIM RAMSTAD 
WAYS AND MEANS OVERSIGHT AND HUMAN RESOURCES SUBCOMMITTEES 
JOINT HEARING ON THE EARNED INCOME TAX CREDIT 
June 15, 1995 


I would like to thank both of our distinguished chairs for holding this joint hearing to 
discuss issues related to possible reform of the Earned Income Tax Cri^it (ETTC). 

The ETTC, when properly utilized and targeted, can play a role in helping low-income 
taxpayers get off and stay off welfare. 

In this context, I call the Committee's attention to the efforts of the State of Minnesota, 
which recently passed bold welfare reform legislation to help get families back to work. 

The state plan, called the "Taxcredit Express Program,* will provide lower-income people 
with monthly payments of federal and state income and propnty tax r^ef. Monthly 
payments will help families and workers meet their monthly expenses, allowing workers to 
support their families and avoid welfare or feasibly work their way out of wel&te and into 
financial independence. 

I strongly urge members to give their attention to testimony submitted by the State of 
Minnesota explaining the ne^ for flexibility to enact their progressive approach to helping 
Minnesota's working families. 

Again, I thank the chairs for calling this hearing and all the witnesses for being here today. 
I look forward to their testimony on the ETTC. 
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IMPACT OF THB EARNED INCOME TAX CREDIT ON GUAM 
Statement of 

Congressman Robert A. Underwood 
June 15, 1995 

Mr. Chairman: Thank you for conducting this important hearing 
to review the Earned Income Tax Credit (EITC) program. Since the 
program was established in 1975, it has provided tax credits or 
direct payments to low income families with children. The EITC 
provides an incentive for work and is an important bridge between 
welfare and work. For many working families across the nation, 
this program has been beneficial in moving people away from 
dependency and into jobs. 

However, I would like to point out how the EITC program 
affects Guam. 

According to the Congressional Research Service of the Library 
of Congress, about 30 percent of working families with children are 
eligible for the EITC. When one looks at the demographics in Guam, 
there are more individuals in the lower rungs of the economic bell 
curve compared to the nation as a whole. Therefore, the percentage 
of working families in Guam who are eligible for EITC is double 
that of the U.S. mainland -- 60 percent. In fact, numerous 
taxpayers in Guam are taking advantage of the earned income tax 
credit . 

Guam currently uses a mirror image of the Internal Revenue 
Code as its statutory basis for enforcing tax laws . Unless 
otherwise exempted, Guam is responsible for implementing tax laws 
passed by the United States Congress. 
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The enactment of the EITC is a federal policy which creates a 
burden on Guam's treasury. This is a federal mandate with no 
assistance to the local government. For example, during the last 
four available tax years reported by the Government of Guam' s 
Department of Revenue and Taxation, about $23 million of general 
revenue funds were paid for EITC obligations. Yet, no EITC funds 
were directly appropriated by the federal government to offset this 
tax burden. 

This negative impact of federal policy is similar to the 
compact impact aid as it applies to Guam. The United States 
Government signed a compact of free association with certain 
Pacific island nations over a decade ago. One result of this 
agreement is that the citizens of these freely-associated states 
can reside in Guam and become eligible for many social services 
including welfare payments. Although the federal government was 
responsible for reimbursing the Government of Guam for about $50 
million in compact-related expenses, less than $5 million has been 
appropriated to Guam for compact impact aid. This means that the 
local government assumes the burden of compliance with compact 
impact, with little help from the federal government. 

The application of the EITC in Guam is currently under review. 
Congress, in passing the 1986 Tax Reform Act, gave Guam permission 
to enact its own tax code. We have established the Guam Tax Reform 
Commission to determine how we will delink from the Internal 
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Revenue Code. The EITC and its applicability to Guam is one of the 
issues currently before the Commission. I am hopeful that we will 
continue to make progress in resolving this and other related tax 
issues . 

Meanwhile, I urge the committee to assess the impact of the 
EITC on many state and local jurisdictions and to correct the 
inequities where they exist. We, on Guam, can fulfill our 
obligation to help working families if the federal government will 
meet its responsibility to fund this mandate. 

Again, I thank you for holding this hearing and request that 
my statement be made a part of the official hearing record. 
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United States House of Representatives 
Committee on Ways and Means 
Subcommittees on Oversight and Human Resources 
Hearing on the Earned Income Tax Credit 
Washington, D.C. 

June 15, 1995 


Statement of: 


George K. Yin 
Professor of Law 

University of Virginia School of Law 


Madame and Mr. Chairmen and Members of the Subcommittees; 

In this statement, I explain how the EITC program can be reformed to 
accomplish its objectives more effectively and efficiently. I am a consultant to 
the Treasury Department’s Task Force on Tax Refund Fraud, and have performed 
research on the EITC under the sponsorship of the American Tax Policy Institute, 
a nonpartisan organization interested in promoting sound tax policy, but 1 submit 
this statement in my individual capacity and not as representative of any group. 

A. Objectives and growth of the program; the continuing problem of 
noncompliance. 

The EITC program provides cash assistance to low-income working 
families by means of a refundable income tax credit. The program is intended 
to rebate the payroll taxes of such families and to provide them with greater 
income security and a work incentive, all very laudable goals. As a result, since 
its inception, the program has benefited from broad, bipartisan support and. 
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particularly over the last ten years, it has grown tremendously fast. The 
following table compares the growth in total federal expenditures for the major 
means-tested income-support programs between 1986 and 1996: 


Growth in federal expenditures 
FOR MEANS-TESTED INCOME-SUPPORT PROGRAMS, 1986-96 


Total Federal ExnendiPires and Growth Rates 



1986 

1993 

1986-93 

1996 

1986-96 

Program 

spending 

spending 

increase 

spending 

(proj.) 

increase 

(proj.) 

EITC 

2.0 

13.2 

560% 

25.1 

1155% 

SSI 

9.5 

20.3 

114% 

27.0 

184% 

food stamps 

12.5 

24.8 

98% 

n/a 

n/a 

AFDC 

9.2 

13.8 

50% 

14.8 

61% 


Source: U.S. House Comm, on Ways & Means, Overview of Entitlement 
Programs: 1994 Green Book: Background Material and Data on Programs 
WITHIN THE Jurisdiction of the Committee on Ways and Means (Comm. Print 1994) 
at 262 (Table 6-25), 389 (Table 10-21), 704 (Table 16-13), 782 (Table 18-11). AU 
spending figures are in billions of nominal dollars. 


The table indicates that since 1986, the EITC program has grown far 
faster than all of the other major means-tested income-support programs, with the 
nominal growth in the EITC program between 1986 and 1996 projected to be 
over 1000 percent. According to these figures, by 1996, federal spending for the 
EITC program will be over one and one-half times as much as the federal share 
of the AFDC program. 

Unfortunately, the strong support for the program and its rapid growth 
have not been accompanied by close scrutiny of its basic design and operation, 
with predictable consequences. There is not yet any reliable data on 
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noncompliance rates following the major changes to the program enacted in 1993 
and first effective in 1994 and subsequent years. But in a study of EITC-related 
returns filed for tax year 1993 -- when the EITC program was considerably 
smaller than its projected 1996 levels -- the IRS found an excessive EITC claim 
rate of about 26 percent (by dollars excessively claimed) and 38 percent (by 
number of excessive claims), and an underclaim rate of about 1 percent (by 
dollars) and 6 percent (by claims).' If the rate of underclaims represents a very 
rough indication of the level of inadvertent taxpayer error, these figures suggest 
an extraordinarily high intentional error rate, in the range of 25 percent of dollars 
claimed and 32 percent of total claims.^ Although the 1993 tax year study only 
involved a small sample of tax returns claiming the EITC and filed electronically 
during two weeks in January, 1994, the results are consistent with those of earlier 
IRS studies conducted in 1982, 1985, and 1988. In short, the program has grown 
very large very quickly, probably too quickly for any agency to administer 
effectively. 


‘See Hearing Before the Senate Committee on Finance on the Earned Income Tax 
Credit Program, 104th Cong., 1st Sess. (1995) (statement of Margaret Milner 
Richardson, Commissioner of Internal Revenue) [hereinafter Richardson - Finance 
Committee statement] at Appendix, p,5, 

'In its preliminary analysis of the same returns involved in the study, the IRS 
estimated the intentional error rate to be 12 percent of dollars claimed and 13 percent of 
total claims, still remarkably high figures. See U.S. Gen’l Acctg. Ofc., Earned Income 
Credit: Targeting to the Working Poor, GAO/GGD-95-122BR (March 1995), p.l5. 
These estimates were largely based upon the subjective assessment of the reviewing IRS 
agent as to the reason for the error, see Richardson Finance Committee statement, note 
1, at Appendix, p.3, and were not updated in Commissioner Richardson’s latest 
testimony. 
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IRS Commissioner Richardson has expressed some optimism that studies 
conducted earlier this year of the 1994 tax year will reflect a declining EITC 
error rate.^ But whatever the latest statistic, design features of the present 
program virtually guarantee continuing administrative difficulties in the future. 
Those features include -- 

• a sizable cash benefit potentially available to any taxpayer willing to 
file a claim and to certify himself or herself as eligible; 

• administration of the program by an agency, the IRS, whose mission 
has not traditionally included the delivery of welfare-type benefits; 

• the existence of tax laws and administrative procedures designed to 
prevent understatements of income, not oversmternents; 

• a complex but largely unsupervised claims process involving claimants 
with relatively low levels of education; 

• eligibility rules based in part upon complicated family composition and 
responsibility issues; and 

• constantly changing eligibility standards. 

In the following sections, I describe how major reform of the program 
holds out the possibility of accomplishing its objectives more effectively and with 
less government waste. 


’See Hearings Before the Senate Committee on Governmental Affairs on the 
Administration, Design, and Effectiveness of the Earned Income Tax Credit, 104th 
Cong., 1st Sess. (1995) (statement of Margaret Milner Richardson, Commissioner of 
Internal Revenue), at 13-14. 
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B. Providing some portion of the EFTC benefit as a direct government 
eicpenditure. 

Most analysts believe that although the tax system promotes higher 
participation in a welfare-type program like the EITC, the potential for 
noncompliance is also greater. In other words, the tax system transfers benefits 
pretty effectively, both to those entitled to the benefit and, unfortunately, to those 
not so entitled. Indeed, in some research I recently completed with several 
others, we tentatively arrived at exactly that conclusion. Compared to programs 
like AFDC and food stamps, we found that the EITC prc^ram has a higher 
participation rate but also a higher noncompliaitce rate.* Thus, if Congress is 
willing to sacrifice some participation in exchange for improved compliance, it 
ought to reconsider whether the tax system is the appropriate vehicle to deliver 
the welfare element of the EITC benefit. 

I realize that providing even some part of the EITC benefit as a direct 
government expenditure rather than through the tax system is contrary to much 
academic thinking and would have its drawbacks. After all, the tax system is 
thought to promote participation, eliminate the stigmatizing effect on program 
beneficiaries, and provide benefits with lower administrative costs than a direct 


‘We found the EITC participation rate in 1990 to be between 75 and 86 percent, or 
more than recent participation estimates of between 62 and 72 percent for AFDC and 
between 54 and 66 percent for food stamps. But an EFTC ineligibility rate of around 32 
percent was considerably higher than excessive claim rates of six percent for AFDC and 
7.3 percent for food stamps in FY 1990. See George K. Yin, John Karl Scholz, 
Jonathan B. Forman, and Mark J. Mazur, Improving the Delivery of Benefits to the 
Working Poor; Proposals to Reform the Earned income Tax Credit Program, 1 1 Amer. 
J. Tax Policy 225, 244, 252-53 (1994). 
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expenditure program.’ But the disadvantages of delivering the welfare element 
of the EITC through the tax system are also increasingly evident. Aside from 
compliance considerations, here are some additional reasons to favor delivery 
through an expenditure program: 

1. Consolidation of budget responsibility. — Under current law, 
budget responsibility over welfiire-type programs is dispersed - the EITC, for 
example, is provided through the federal taix system whereas welfare benefits are 
provided as direct federal and state expenditures. The dispersal of responsibility 
may promote a wasteful use of government resources. For example, at a recent 
Senate hearing, a witness testified that welfare caseworkers may actually 
encourage welfare recipients to file exaggerated EITC claims in order to 
maximize the amount of EITC benefit available to them.* Quite clearly, there 
would be no incentive for that particular form of noncompliance if budget 
responsibility over the EITC program were consolidated with that of other welfare 
programs. 

More generally, Congress is presently considering the conversion of 


’See Hearing Before the Senate Committee on Finance on the Earned Income Tax 
Credit Program, 104th Cong., 1st Sess. (1995) (statement of Lynda D. Willis, Assoc. 
Dir., Tax Policy and Admin. Issues, GenT Gov’t Div., U.S. Gen’l Acctg. Ofc.) 
[hereinafter Willis statement] at 7-8 (administrative costs of direct expenditure programs 
much higher than those of tax system). But the deadweight loss from noncompliance 
should also be considered in comparing the administrative costs of the two types of 
programs. Further, as discussed later in the text, the duplication of costs would seem, 
in any event, to be wasteful. 

‘See Hearings Before the Senate Committee on Governmental Affairs on the 
Administration, Design, and Effectiveness of the Earned Income Tax Credit, 104th 
Cong., 1st Sess. (1995) (statement of Donald R. Huston). 
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various entitlement programs benefiting low- income households into block grant 
programs to be administered by the states. In that consolidation effort, Congress 
ought not to overlook the EITC program. As currently designed, the EITC 
program is an open-ended entitlement program administered by the federal 
government. Claimants meeting the conditions of the tax statute and, indeed, far 
too many who don’t meet those conditions, are "entitled" to the EITC cash 
benefit. It may well be that Congress wants to confer "preferred" status on the 
EITC program and maintain its entitlement nature. But that Judgment should be 
made affirmatively, and not by default due to the fact that the program is part of 
the tax system. If integrated with the welfare system, the EITC program could 
be a valuable source of funds to finance work initiatives to be administered by the 
states. 

2. Elimination of duplicate government bureaucracies. - Perhaps 
the most important group of EITC recipients are those who are still receiving 
some amount of welfare benefits. They are likely to be very poor, yet may be 
trying to work themselves off of welfare. Unfortunately, such families must 
encounter two bureacracies, the IRS and the welfare system, to receive the 
benefits to which they are entitled. Indeed, because of the EITC program, the 
IRS is gradually duplicating the large and well-developed bureaucracy already in 
existence in the welfare system to deal with questions of eligibility. Integration 
of some portion of the EITC program with the welfare system would eliminate 
this wasteful duplication of tasks. 



214 


To illustrate the problem, consider the rough "wealth test" recently 
enacted by Congress as a condition for EITC eligibility.’ As the subcommittees 
know, welfare programs have long contained far more precise (and restrictive) 
wealth and asset limitations for welfare eligibility.® It would be much more 
efficient for a single bureaucracy to administer appropriate wealth and asset 
restrictions for both types of benefits under a single set of rules. 

In fact, if it is not soon consolidated with welfare programs, I predict the 
EITC program will shortly require more refinements requiring the use of further 
IRS resources. For example, some of my law students this past year, some with 
responsibility for young children and some without, discovered that working for 
six to eight weeks during the summer at Wall Street law firms made them newly 
eligible for the EITC benefit. This is a surprising result given the high rate of 
compensation for their work, the $80,000 per year or more some of them will 
earn right after graduation, the support provided to some of them by relatives and 
friends while in school, and the potential of such support available to some of 
them from their wealthy families. Yet because EITC eligibility relies upon the 
income of the tax filing unit, which does not include household or parental 
resources and income (other than income of a spouse), and considers only current 

’See the Self-Employed Health Insurance Act of 1995, P.L. 104-7, § 4 (1995) 
(denying the EITC to taxpayers whose combined taxable and tax-exempt interest, 
dividends, and positive non-business rents and royalties for the taxable year exceed 
$2,350). 

*For example, AFDC recipients generally may not have more than $1,000 in 
resources, not including the value of their home and certain other basic maintenance 
items. See 42 U.S.C. § 602(a)(7)(B) (1994); 45 C.F.R. § 233.20(a)(3)(i)(B) (1993). 
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levels of annual income, my students are eligible for the benefit. In contrast, 
most welfare programs at least consider the income and resources of other 
persons in the same household as the recipient in determining eligibility, make 
eligibility decisions based upon monthly information, and bar certain full-time 
students from receiving benefits altogether. 

Let me make plain to the subcommittees that I am not urging enactment 
of a new, "anti-law student" condition to EITC eligibility although that may be 
the unintended consequence of my testimony. I am simply using the example as 
an illustration of the type of refinements to the EITC program that may be 
necessary if Congress really wants to target that benefit for the truly deserving. 
Why require the IRS to enforce all of those rules when they already exist and are 
being implemented by comparable spending programs? 

3. Improving the effectiveness of work incentives. — A final factor 
concerns the effectiveness of the EITC as a work incentive, and here, let me 
relate to the subcommittees a recent experience I had observing a low-income 
taxpayer being provided tax return assistance by a VITA volunteer. At the 
outset, the taxpayer expressed concern that because she had had only a small 
amount of taxes withheld during the year, she might owe some money to the IRS. 
After examining her situation, the VITA volunteer proceeded to inform her that 
she was entitled to about a $2,000 refund from the IRS. Members of the 
subcommittees, I wish I were capable of describing for you the look on that 


woman’s face. 
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Now that was obviously a very pleasant piece of information for the 
volunteer to convey and the taxpayer to receive. But I kept thinking about the 
work incentive effect of the $2,000. Did the money have any effect on her 
decision to work, or to continue and increase her work effort? Or was it 
perceived simply as a return of overwithheld taxes, a product of the VITA 
volunteer’s ingenuity, or as former CBO director Robert Reischauer once 
commented, a windfall like a winning lottery ticket,* all of which might, in fact, 
induce less work in the future? In short, because the EITC benefit is delivered 
through the tax system, which is a mystery to most Americans, because well over 
half of EITC recipients obtain some type of assistance in filing their tax return, 
and because virtually all recipients obtain the benefit as a lump sum rather than 
periodically in their paychecks, it is not at all clear what the recipients 
comprehend when they receive their EITC check, with resulting uncertainty as 
to the labor supply effect of the credit.'® If the benefit were provided as a direct 
expenditure, the critical link between work and reward could be made more clear. 

C. Redesigning the EITC program within the tax system. 

Assuming the EITC benefit will continue to be provided through the tax 
system, what other design changes might eliminate waste and improve its 

'See Steven Mufson, Clinton’s Social Safety Net; A Bigger Tax Credit, Washington 
Post, Mar. 6, 1993, p. Al. 

'“See U.S. Jt. Comm, on Tax’n, Present Law and Issues Relating to the Earned 
Income Tax Credit (JCX-24-95), June 7, 1995, at 11. 




217 


effectiveness? Here are two ideas. First, Congress could replace much of the 
program with an exemption from the payment of payroll taxes on the first $5,000 
or $10,000 of wages." The exemption might apply to the employee or the 
employer’s portion of those taxes, or both. As the subcommittees know, the 
EITC originated in part as an effort to rebate to low-income workers the payroll 
taxes collected from them. Instead of collecting such taxes and then trying to 
return those amounts to workers in the form of the EITC, it would make much 
more sense simply to refrain from collecting the payroll taxes in the first place. 

The beauty of this idea is that an exemption could be easily administered 
by employers through an adjustment to the payroll tax withholding tables. 
Taxpayers would not need to file returns to get the benefit — the ultimate 
simplification for them - so participation levels would be high. Further, the link 
between work and reward would be more evident because the benefit would arise 
in each paycheck rather than as a lump sum at the end of the year. Finally, 
compliance could be expected to be very high because there would be no net cash 
benefit being transferred by the government back to taxpayers. Hence, the 
incentive to commit fraud to obtain the benefit would not be nearly as strong as 
under the current program. 

To be sure, many in Congress might be fearful of tampering with the 
Social Security system. They might object to a proposal that decouples the link 

"See George K. Yin & Jonathan B. Forman, Redesigning the Earned Income Tax 
Credit Program to Provide More Effective Assistance for the Working Poor, 59 Tax 
Notes 951 (1993). 
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between Social Security taxes and benefits. The reality, however, is that for low- 
income workers, the EITC program has already decoupled the link between taxes 
and benefits. Such workers ostensibly pay Social Security taxes, and thereby 
become entitled to Social Security benefits, even though the EITC payment 
completely reimburses them for their Social Security contributions. They, in 
effect, pay no Social Security taxes yet are entitled to receive Social Security 
benefits. My proposal is simply to accomplish the exact same result but in a 
direct fashion, by not collecting the Social Security taxes in the first instance. 

Another reform idea is to provide some of the EITC benefit to low-income 
workers through their employers.” For example, a tax credit could be awarded 
to the employer of certain qualifying workers. The theory is that the same 
general transaction - the hiring and compensation of a qualifying worker - can 
be subsidized by providing a direct benefit to either the employer or the worker 
in the transaction if the benefit is capitalized in the compensation arrangement. 

Once again, the advantage of this idea would be to simplify administration 
of the program. It would be easier to administer because of the far fewer 
numbers of employers than workers. Further, employers are more used to 
dealing with the IRS than are low-income workers so that at least noncompliance 
due to unintentional errors should be reduced. Finally, the greater dollar amounts 
involved per-employer rather than per-worker would make IRS enforcement 
efforts more cost-effective. In a sense, this idea would convert part of the EITC 


"See Yin et al., note 4, at 286-94. 
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program into a mini-block grant program to be administered by the business 
community rather than by the federal government. 

True, the experience with a similar employer tax credit, the targeted jobs 
tax credit (TJTC), has not been very positive. But a number of features unique 
to the TJTC program - its start and stop history, the limited duration of the 
subsidy to a portion of first year wages, the highly targeted nature of the subsidy 
directed towards individuals like ex-convicts who are undoubtedly the subject of 
negative stereotyping, to name a few — may help to explain that program’s 
ineffectiveness. In contrast, a broadly applicable, employer-based subsidy 
program which is permanent has the potential for avoiding many of the TJTC’s 
pitfalls. 

D. Disentangling the EUC program. 

Perhaps the optimal reform would be to disentangle the various 
components of the EITC program and to divide the program into its natural 
pieces. For example, a small part of die EITC benefit would fit comfortably 
within the tax system because it reduces income taxes otherwise due. Another 
part, intended to offset the taxpayer’s payroll tax liability, could be provided 
more efficiently by means of a payroll tax exemption. Still another part, intended 
to provide additional income support for very poor workers who also receive 
welfare benefits, might be delivered through the welfare system. Finally, the 
portion of the benefit designed to subsidize children could be incorporated into 
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a per-child tax credit or an expanded dependency exemption. 

E. Smaller changes to the design of the existing program. 

Finally, let me offer the subcommittees four additional suggestions to 
improve compliance without a major redesign of the EITC program. 

1. Probably the single best step Congress can take to curb 
noncompliance without a major change is to restrain the growth of the program 
and the amount of benefit provided. Under current law, the size of the benefit 
available from the program no longer bears any relationship to taxes owed by the 
person making the claim. Accordingly, given our self-assessment tax system, it 
is just too easy to file a fraudulent claim that is virtually undetectable by the IRS. 

For example, by 1996, an individual with two or more qualifying children 
who reports $8,000 in self-employment income would be entitled to an EITC 
benefit of 40 percent of that amount, or $3,200. If that amount were reported, 
the individual would owe a self-employment tax of about $1,200, but no income 
taxes. By reporting that income, therefore, the individual would receive a net 
cash benefit from the government of about $2,000 ($3,200 - $1,200) plus Social 
Security retirement credit. There is therefore a strong incentive in certain cases 
to falsify the existence of income.'^ 

Could the IRS easily establish that the individual in fact earned less than 

‘’See C. Eugene Steuerle, Two Problems with the New Earned Income Tax Credit, 
48 Tax Notes 1691 (1990); C. Eugene Steuerle. The "Superterranean Economy,” 51 Tax 
Notes 647 (1991); C. Eugene Steuerle, The IRS Caimot Control the New Superterranean 
Economy, 59 Tax Notes 1839 (1993). 
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the amount of income reported? No. The tax laws and administrative procedures 
are generally designed to ferret out income understatement cases, not the reverse 
situation of possible overstatements of income. Information filing, for example, 
permits the IRS to verify that taxpayers do not omit items of income on their tax 
returns. But if taxpayers voluntarily report more income than their paper trail 
might suggest, there is little the IRS can do to detect an error in the absence of 
a full-scale audit.” 

2. A second suggestion is to change the program so that the size of 
the EITC benefit is determined based on income amounts that can be easily 
verified by the IRS. For example, the benefit could be calculated, as under 
current law, as a percentage of earned income, but only earnings reported on a 
W-2 form would qualify. Further, the EITC award to a taxpayer might be 
delayed until the IRS receives a matching and verified copy of the W-2 from the 
employer. This rule would preclude a taxpayer from getting any EITC based on 


“The concern about the potential oveneporting of income may be more than just 
theoretical. In its final report of the 1993 tax year study, the IRS discovered an 
interesting "bubble": compared to all EITC claimants for the year, a higher percentage 
of those sampled (early electronic filers claiming the EITC) reported AGI in the $10,000 
to $13,000 range. See Richardson Finance Committee statement, note 1, at Appendbc, 
p.7. For 1993, the maximum credit was available to taxpayers with income between 
roughly $8,000 and $12,000. Thus, if one assumes that early electronic filers are more 
likely to be noncompliant than the general filing population, the bubble may reflect an 
effort by taxpayers to report income levels producing the maximum EITC benefit. 

The IRS report also indicated that compared to all EITC claimants, a much 
smaller percentage of those sampled reported having any schedule C business income. 
Id. This statistic may simply evidence the inability of taxpayers with schedule C income 
to file returns very early in the filing season. From a noncompliance standpoint, it 
suggests that if the taxpayers sampled erroneously reported income in the maximum 
credit range, they may have utilized falsified W-2 forms to accomplish their objective. 
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self-employment income and various other forms of earned income, all items 
difficult for the IRS to verify, as well as earnings listed on a fabricated employee 
or employer W-2 form. This change would also simplify the process of claiming 
the credit for all taxpayers. 

According to the GAO, the IRS does not currently have the computer 
c^ability to match employer-provided wage information with taxpayer-provided 
information prior to the normal processing of the taxpayer’s return.” Thus, this 
suggestion would result in some delay in the portion of a taxpayer’s refund 
relating to the EITC. Delaying EITC payments is clearly undesirable, and every 
effort should be made to accelerate the IRS’s matching capability. It should be 
borne in mind, however, that some part of the EITC population voluntarily 
chooses to delay their receipt of the beneflt by electing not to obtain the credit 
through the advance payment option.” Thus, a brief delay in benefit payments 
may not be as objectionable as first appears. 

3. A third suggestion is to require as a condition of receiving the 
EITC that a taxpayer reside with a qualifying child for substantially all of the 
taxable year rather than for just more than half of the year. Under current law, 
the qualifying child requirement is the source of much confusion and potential 

”See Willis statement, note 5, at 20. 

“According to the GAO, despite many steps recently taken by the IRS to publicize 
and encourage the availability of the advance payment option, as of May 26, l^S, only 
about one percent of EITC recipients had reported using the option for tax year 1994. 
See Willis statement, note 3, at 19. No doubt, some significant percentage of those not 
using the option still are not aware of it, but its lack of use must also reflect some degree 
of taxpayer preference. 
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fraud. More than one taxpayer, or the wrong taxpayer, may try to claim a 
particular child, and some taxpayers even claim fictitious children. This change 
would do nothing to curb the claiming of fictitious children, but it would provide 
a more easily verifiable test, and would clear up some of the confusion arising in 
situations where a child lives in several different homes in the course of a year. 
Unless a child resided with the taxpayer for substantially all of the taxable year, 
no credit would be available to the taxpayer. 

4. Finally, Congress ought to consider barring the claiming of the 
EITC on electronically filed tax returns. Just as a burglar is going to burglarize 
the most vulnerable house on the street, those of a criminal mind are constantly 
casing the soft spots in our federal tax and transfer system. Surely one of the 
most vulnerable points is the receipt of EITC money through an electronically 
filed return. The speed with which a fraudulent claim may be processed and 
awarded makes that transaction a particularly appealing one to criminals. 

To be sure, the IRS has taken important steps during this filing season to 
curb fraud effected through electronic filing, and Congress should probably await 
an evaluation of the IRS’s latest efforts before barring electronic EITC claims 
altogether. But there is no strong policy reason to expedite EITC claims, 
particularly if doing so makes the system more susceptible to fraud. 

I recognize that the IRS, tax preparation services, and certain financial 
institutions may all object to a complete bar of electronically filed EITC claims. 
The short answer to those in the private sector is that they are not the intended 
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beneficiaries of the EITC program or of electronic fliing. If their incidental 
benefits are limited by this change, so be it. As to the IRS, I think the burden 
is on them to establish sufficient control over the problem to justify the continued 
availability of electronic filing in this area. 
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